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An impressive literature evidences a virtually universal recogni- 
tion of the substantial advantages resulting from the application 
to business activities of sound principles of cost determination. 
Numerous contributions of accountants, industrial engineers, 
economists and management executives have sufficiently demon- 
strated the constructive value of cost-accounting plans. The 
essential features of such plans are to afford opportunities for 
educational guidance, through an interchange of practical experi- 
ence. By means of comparison and analysis of relevant data and 
by correction of errors the actual production and distribution costs 
of a company can be determined by the individual members. 
The increasing acceptance of these instrumentalities in the prac- 
tical administration of business affairs is ample testimony of the 
greater degree of efficiency and economy in production, and 
intelligence in marketing, which have resulted from their use. 

There is concurrence in the view that in an era of great com- 
plexity in manufacturing and distribution processes, and of nar- 
rowing profit margins arising from the stress of the new competi- 
tive conditions, business executives have found it necessary to 
rely upon facts and scientific methods instead of upon rules of 
thumb or guesswork. 

It is to be noted that the application of such quantitative 
measurements, as is exemplified in cost-accounting methods, is but 
one phase of a process taking place at the same time in such 
allied matters as statistics and credit. In the various business 
operations, the discovery and elimination of wasteful, inefficient, 


*The author acknowledges indebtedness to his associate, Harold Roland Shapiro, of the New 
ork Bar, for valuable assistance in the preparation of this article. 
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unintelligent and unsound practices have become desirable and 
legitimate objectives of collective, constructive effort. 

The law, as well as economic and business thought, has already 
recognized the evils of overproduction, wide price fluctuations and 
such unsound practices as the marketing of products at a price 
which bears no rational relation to the total cost. The recorded 
annals of industry will reveal the great number of instances in 
which an ignorance of costs on the part of one member or a small 
group within an industry has tended to lead a whole industry to 
sell without an adequate margin of profit or at no profit at all. 

In principle, those social advantages which accrue from the ap- 
plication of standardization to machinery and production opera- 
tions, can be similarly extended to cost-accounting methods. 
Thus, by exact analysis, careful estimate and specific apportion- 
ment of the precise elements of cost, a complete view of the real 
cost of doing business can be had. In this manner variation in 
costs and actual conditions of more efficient operating units will be 
cogently disclosed and the component items of cost will be ascer- 
tained. It is only by discovering the cost of each commodity, of 
each separate process employed in production or distribution, of 
each separate part which comprises the finished product, that 
there can be averted what was picturesquely termed by a pioneer 
in cost education, ‘‘shooting arrows in the dark.” 

Uniform cost-accounting methods, as a_ trade-association 
activity, are the logical extension, on a codperative scale, to an 
industrial group, of the scientific and efficient technique of 
individual cost accounting. Such a programme finds a distin- 
guished series of champions. The department of commerce, the 
federal trade commission, particularly in the pioneer work of Com- 
missioners Edward N. Hurley and Nelson B. Gaskill, the Chamber 
of Commerce of the United States, and the department of justice, 
have lent the weight of their authority to the movement. 

To this list was added, in 1925, the judgment of the supreme 
court of the United States, in the Maple Flooring case (Maple 
Flooring Manufacturers’ Association v. United States, 268 U. S., 
563, 585.). ‘‘The cost of production,” stated the court in that 
case, ‘is a legitimate subject of enquiry and knowledge in any 
industry.” It is further significant that there is no opinion of the 
courts or of the federal trade commission which condemns uni- 
form cost accounting, as defined in this paper, as being in conflict 
with the anti-trust laws. Such outstanding advocates need no 
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additional support. We can therefore refer to the general ad- 
vantages of uniform cost accounting appearing in a comprehen- 
sive collation by the Chamber of Commerce of the United States 
and pass on to the legal considerations: 


Uniform cost accounting 


(a) Provides “‘one best way”’ to figure costs, thereby eliminat- 
ing expensive experimentation within industry. 
(b) Results in a better informed competition. 
(c) — industry instantly to place facts before regulatory 
ies. 
(d) Inspires confidence in public, that selling price is the lowest 
consistent with a full knowledge of cost. 
(e) Tends to convince manufacturers of desirability of adopting 
the plan by showing its successful use by competitors. 
(f) Reveals lines of individual products marketed heretofore on 
unprofitable bases. 
(g) Provides the valuable features of cost accounting generally, 
among which are: 
1. Shows danger line below which goods sold can not bring ’ 
profit, thus insuring profits. 
2. Guide to value, efficiency, and waste of workers, machines, 
methods, operations, and entire plants. 
3. Reliable guide for estimating cost of prospective business. 
4. Furnishes current reports for comparing major cost items 
with predetermined standards, thereby measuring and 
increasing operating efficiency. 
5. Establishes standard manual of accounting practice, so 
that a new cost clerk, bookkeeper or accountant will 
find a fully developed system in operation. 


The following is a summary of advantages of uniform cost 
accounting from Jones’ Trade Association Activities and the Law: 
Sound basis for determination of price; locates and eliminates waste; 

aids in improvement of quality; aids in stimulating production; aids in 
bettering credit standing; attracts trade; aids in making tax returns; cost 


comparisons increase efficiency; cost data of value in relation to govern- 
ments; stabilization of prices. 


A precise definition of uniform cost-accounting methods is 
essential, for ‘‘uniform” is a term which may connote concerted 
action of a proscribed character and thus inspire probing by the 
legal mind for possible violations of the anti-trust laws. It is 
therefore absolutely necessary to define the phrase “uniform cost- 
accounting methods”’ in its precise limits, so that an ambiguous 
phrase will not give rise to serious questions of legal validity. 
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As stated by the Chamber of Commerce of the United States in 
one of a series of valuable pamphlets on uniform cost accounting 


in trade associations: 
“Uniform cost accounting x gees a set of principles and in some 


cases of accounting methods which when incorporated in the accounting 
systems of the individual members in an industry will result in the obtain- 
ing of cost figures by the individual members of the industry which will be 
on a comparable basis.” 

Uniformity in the sense employed, therefore, has reference 
solely to the standardization, through recognized and proper 
principles, of the methods of cost accounting, and not to predeter- 
mined or fixed elements of cost. The distinction must be drawn 
between uniform fundamental theory in cost accounting on the 
one hand and uniform costs or items of cost on the other. In 
essence, the uniform cost-accounting plan is an educational service 
for the guidance of the individual member of an industry in 
determining his own individual costs and profit margins. It is the 
gauge of the single member for ascertaining his individual costs 
and comparing them with the costs of others engaged in the same 
industry. At all times, however, each member of the association 
should be free to determine and fix his own costs, in any of the 
segregated elements, his own margin and his own sales price. 

The essential thought is uniformity in principles and similarity 
in methods. This does not imply iron-clad rules necessitating 
similarity in every detail for the entire production and distribution 
process. The employment of uniform methods deals with such 
general principles as the inclusion of the same items of cost; the 
adoption of substantially similar classifications of accounts and 
forms of financial statements; the adoption of a common meaning 
of overhead or burden and similar classification and distribution 
of their component elements, and the use of the same principles for 
classifying the business into proper departments. 

As a practical matter, a general survey can not deal with the 
plans, details or refinements of the particular methods employed 
in a specific industry. The accounting plan may be condensed or 
amplified to satisfy special requirements. Individual accounting 
problems are peculiar and special and thus must be considered in 
relation to problems of production and distribution incident to a 
particular industry. The uniformity of cost accounting refers to 
the practice of an entire industry in contrast to the methods of 
cost ascertainment employed by any individual member of the 
industry. 
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There is great variety in the requirements of various industries, } 
which necessitates an accounting system adaptable to operating y 
conditions in the industry under consideration. First, the | 
accounting plan to be applied may be either of the two general 
systems of cost accounting, the process-cost, or the specific order | 
or job-cost system. Again, while in one industry the cost of 
material may require special principles and methods to allocate 
and distribute elements of cost, in another overhead expenses are 
the most important factors. Likewise, in some industries, the 
accounting problems may deal with costs of a large number and 
great variety of small component parts, while in others there may 
be only a few staple products. Thus, uniformity of methods of 
cost accounting must be restricted to accounting systems based 
upon a common adoption and interpretation of accounting prin- 
ciples, which allocate the various elements of cost into appropriate 
subdivisions of material, labor and overhead costs. 

In the great bibliography to which reference has been made, 
relatively sporadic and scattered writings consider and examine 
the legality of uniform cost-accounting practice. However, it 
can not be doubted that the lawfulness of specific practices is one 
of the vital considerations in the adoption and practical applica- 
tion of any accounting plan. 1 

From the point of view of the policy of the law in anti-trust 1 
matters, the subject matter of uniform cost accounting tends 
always to bear a more or less distinct relation to uniformity among , 
competitive units in sales policies and practices. From this point g 
of view, there is always present the possibility of an approach to i 
the area where the policy of the anti-trust laws limits and even . 
forbids certain features of accounting practice which bear a direct 
and substantial relation to concerted price and production 
activity by the industrial group. 

The aspect of uniform cost-accounting technique as part of an 
unlawful agreement or course of conduct prohibited by the anti- 
trust laws is, in the ultimate analysis, the most vital factor to be 
considered. By a series of recent decisions of the supreme court, 
it has now been authoritatively settled that agreements, or a 
course of conduct, among competitive business units, evidencing 
the unlawful purpose of controlling prices or limiting production 
are violative of the federal anti-trust laws. 

The business and economic factors and the judicial decisions ) 
dealing with trade-association statistics have been reviewed by the 
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writer in a recent article entitled, Trade Association Statistics— 
the Legal Aspects.* Statistical and cost-accounting activities 
intersect at numerous points, and it would be well to consider 
them together. It is to be observed that, as regards the various 
fields of trade-association activity, a more favorable attitude, 
permitting a more extensive area of operation, has been an- 
nounced by the supreme court in its latest decisions dealing with 
these matters. 

Under the law, as now interpreted by the supreme court, the 
fact that a uniform cost-accounting plan contains possibilities of 
abuse, or that price agreements among competitors within an 
industry may be rendered easier because of the standardization of 
practices, can not be relied upon as an absolute argument that 
such practices are in and of themselves illegal. Certain features, 
described in greater detail hereafter, should be omitted. An un- 
lawful agreement, or a course of conduct evidencing such unlawful 
activity, must be proved before any violation of law can be said to 
have occurred. 

In considering the legal aspects of uniform cost-accounting 
methods, it is to be borne in mind that the underlying purpose and 
the necessary result of the plan will, in general, afford the key to 
the determination of lawfulness. It is only where the accounting 
plan is perverted and is being employed as a cloak or an instru- 
ment to effect a prohibited agreement, either express or implied by 
a continuous course of conduct, that the plan must be deemed 
illegal in its entirety. Therefore, where its main purpose is 
educational and where it deals solely with information setting 
forth a guide to each member for the intelligent and scientific 
distribution or allocation of cost items, there can be no legal 
objection. 

The individual must deal with his own actual costs and not 
with an arbitrary, artificial or supposititious uniform cost base. 
He must not, therefore, under pressure from members of the in- 
dustry, follow theoretical or ideal standard production or dis- 
tribution costs, such as, for example, specific rates of depreciation 
or obsolescence, or arbitrary estimates or rates for insurance, rent, 
light, heat or power, or for repairs, which bear no direct relation 
to actual charges. Similarly, to adopt a cost, at a general sup- 
posed market value, of raw materials purchased at different prices 
at different seasons, especially when the market price has risen, 


* American Bar Association Journal, March, 1928. 
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evidences an illegal activity of fixing an element of material cost. 
The difference between uniform cost-accounting principles and 
uniform costs or elements of cost was forcefully stated in cor- 
respondence between Harry M. Daugherty, then attorney general, 
and Herbert Hoover, secretary of commerce, where the attorney 
general stated: 


“With reference to the first paragraph, there is no apparent objection 
to a standard system of cost seconalivan but I think associations should be 
warned to guard against uniform cost as to any item of expense. For 
illustration, a strong effort has been made by some lumber associations to 
take as a basis for estimating costs of production a uniform charge for 
stumpage. Of course the cost of the timber in the tree to the different 
manufacturers who own their timber in the woods greatly varies; and as to 
each it should be charged at its actual cost. It is as clearly a violation of 
the law to agree upon the cost of an item that constitutes a substantial 
part of the total cost price when its cost actually varies, as to a upon 
the sales price, because the sales price is substantially affected by such 
agreement. It has been ascertained that the members of one association 
go so far as to fix a uniform cost price, leaving to each member to determine 
what per cent. oy he will add, thus eliminating entirely competition in sc 
far as affected by the cost of production.” 


In a strict sense, the Maple Flooring case is the only decision in 
which the supreme court of the United States has reviewed the 
legal limits of uniform cost-accounting technique. It must not be 
supposed, on this account, that the entire law concerning the for- 
bidden or permissible practice can be found within the limits of 
this opinion, nor must it be presumed that the accounting plan 
involved can be considered a model from the accounting point of 
view. Cases dealing with the anti-trust laws can not be regarded 
in isolation. They must be viewed compositely. Likewise, 
there are other persuasive expressions to be found in diverse 
sources to which one may look for guidance. But it must, never- 
theless, be remembered that it is only in the adjudications of the 
supreme court that the ultimate authoritative decisions of the 
legal aspects of uniform cost accounting can be found. 

The decision of the supreme court in the Maple Flooring case is 
latest in time, as well as being ultimate in authority. It is to be 
remembered that the opinion in this case deals also with problems 
other than uniform cost-accounting methods. Closely related, 
and indeed, as part and parcel of the practices there considered, 
were the statistical activities of the Maple Flooring Manufactur- 
ers’ Association. These must be considered in so far as they have 
a bearing on the uniform cost-accounting problem involved. For 
while there may seem to be certain differences in emphasis or 
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approach between the statistical activities of trade associations 
and the uniform cost-accounting methods, in many respects the 
fields intersect and analogies can be drawn from both. As the 
Maple Flooring decision is the only decision of the court of last 
resort which directly decides the legal issues here discussed, a 
careful analysis of the holding of the court is necessary. 

The Maple Flooring Association collected, computed and dis- 
tributed among the members of the association the average cost 
of their product and of all dimensions and grades of flooring. 
The three principal elements which entered into the computation 
of the costs of the finished product were the cost of raw material, 
manufacturing cost and percentage of waste in converting rough 
lumber into flooring. The information upon the cost of rough 
lumber was obtained by the secretary from the reports of actual 
sales of lumber by members in the open market. Between five 
and ten ascertained sales were taken as the standard, and these 
supplied the average cost of raw material. Manufacturing costs 
were ascertained by securing from the reports of the members, in 
response to the association’s questionnaires, information as to 
labor costs, cost of warehousing, insurance and taxes, interest at 
six per cent. on the value of the plant, selling expense, including 
commissions, cost of advertising and depreciation of plant. 
From the total reached in this manner, there was deducted the 
net profit from wood and other by-products. The net total cost 
thus determined was then averaged. 

The percentage of actual waste in converting the rough lumber 
into flooring of different sizes was determined on the basis of a 
given amount of rough lumber, by test runs made under the 
direction of the secretary of the association by selected members 
of the association. 

By combining the three elements of cost thus found, namely, 
the cost of raw materials, manufacturing cost and the percentage 
of wasie ii converting the rough lumber into flooring, the total 
cost per thousand feet of the aggregate of the different types and 
grades of flooring produced from a given amount of rough lumber 
was estimated. To this cost, there previously had been added 
an estimated five per cent. for contingencies; but this practice 
was discontinued by the association about two years prior to the 
decision of the supreme court. 

In order to determine the cost of a given type or grade of 
flooring, it was necessary to distribute the total cost of the 
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aggregate of the different types and grades of finished flooring pro- 
duced from a given amount of rough lumber among the several 
types and grades thus produced. The distribution was made 
by the association and the estimated costs thus determined were 
tabulated and distributed among the members. 

It is important to note, as the court points out, that in the bill 
of complaint against the association, there was no substantial 
claim made that the estimates of cost by the association were not 
prepared with all practicable accuracy, or that they were in any 
respect not what they purported to be, that is, an estimate of the 
actual cost of the various grades of finished flooring fairly ascer- 
tained from the actual experience of the members of the associa- 
tion. The government contended that the distribution of the 
costs among the several types and grades of finished flooring 
produced from a given amount of rough lumber was necessarily 
arbitrary and that it might be or become a cover for price fixing. 
But the mere fact that price fixing might become easier, upon the 
facts there considered, was not deemed sufficient by the court to 
condemn the plan. 

As the court pointed out, neither the government nor the de- 
fendants attempted to prove upon what principle of cost finding 
the distribution of cost was made; nor was there any data from 
which an inference could be drawn as to whether or not it con- 
formed to explicit principles of cost accounting applied to the man- 
ufacture of a diversified product froma single type of raw material. 

The opinion further shows that on July 1, 1916, the association 


had adopted in its articles a minimum price plan which it was — 


claimed had been in effect until about January 1, 1921. Under 
this plan, there was to be established a minimum price of maple, 
beech and birch flooring by members of the association. These 
prices were to consist of the average cost and expense of manufac- 
turing and selling the product, plus an average profit of ten per 
cent. Drastic penalties were provided under the plan, for the sale 
of flooring at less than the minimum price so established. It was 
also charged that on January 1, 1921, the defendants, by agree- 
ment, had established a minimum price basis for the sale of 
flooring for the ensuing year. Under this plan, the average net 
profit had been reduced from ten to five per cent., and penalties 
for non-compliance with the minimum price scale had been abol- 
ished. However, it was conceded that each of the plans just 
enumerated was abandoned and that both by resolution and in 
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actual practice, the association had confined itself to the activi- 
ties previously described. 

Furthermore, Justice Stone, in his opinion, stated that the 
practice of identifying the number of the mill making the report 
had been discontinued about two years prior to the decision in 
the supreme court. 

In addition, it is important to note that the reports were not 
secret, but on the contrary were made available to the public: 

“The statistics covered by the defendant association are given wide 
publicity. They are published in trade journals that are read by from 90 
to 95 per cent. of the persons who purchase the products of sieanieiion 
members. They are sent to the department of commerce, which publishes 
a monthly survey of current business. They are forwarded to the federal 


reserve and other banks and are available to any one, at any time, desiring 
to use them.” 


In considering the effect of the decision in the Maple Flooring 
case upon uniform cost-accounting methods, it is to be observed 
that the court removed the doubt which seemed to exist prior to 
the decision with respect to the legality of the dissemination of 
average costs, and also established the right to discuss cost infor- 
mation provided that no agreement was reached or attempted 
or any concerted action pursued dealing with prices, production 
or other unlawful activities. The dissemination of average costs 
of several varieties of products, as the statement of facts reviewed 
above has indicated, was one of the essential features of the cost- 
accounting plan in the Maple Flooring Association. But it is 
most important to observe that the court’s permission to circulate 
average costs was carefully coupled with the express condition 
that it be not made the arbitrary basis for determining cost, 
margin or sales price. The individual must exercise his own 
initiative, discretion and judgment in these matters, in contrast 
to the dictates of the membership of the association. 

Of particular force to uniform cost-accounting practices is the 
ruling in the Maple Flooring case that individual concerns must 
be “left free to base individual initiative on full information of the 
essential elements of their business,’’ and that members of trade 
associations make use of the cost data only “‘in the management 
and control of their individual businesses.” 

It must also be noted that the court said: 


“Both by the articles of the association and in actual practice, members 
have been left free to sell their roduct at any price they choose and to 
conduct their business as they please.’ 
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The court recognized, furthermore, that average costs, coupled 
with an agreed margin of profit, could be made the basis of an 
unlawful price agreement. 

As the court stated: 


“Tt can not, we think, be questioned that data as to the average cost of 
flooring circulated among the members of the association, when combined 
with a calculated freight rate which is either exactly or approximately the 
freight rate from the point of shipment, plus an arbitrary percentage of 
oak could be made the basis of fixing prices or for an agreement for price 
maintenance which, if found to exist, would, under the decisions of this 
court, constitute a violation of the Sherman act. But, as we have already 
said, the record is barren of evidence that the published list of costs and the 
freight rate book have been so used by the present association.” 


Finally, the averages were made with practicable accuracy and 
were bona fide, representing actual transactions of members of 
the association. 

Prior to the decision of the supreme court in the Maple Flooring 
case, the federal trade commission had entered a cease and desist 
order on August 17, 1923, which dealt with the alleged violations 
of the anti-trust laws in the Typothetz case. The order of the 
federal trade commission was clarified by subsequent correspond- 
ence of the commission dated December 21, 1923. The entire pro- 
ceeding was discontinued by stipulation. This case has been ably 
discussed by Lawrence in his excellent book on Cost Accounting. 

The conclusion is there advanced, upon consideration of the 
cease and desist order and the subsequent letter of the federal 
trade commission, that the general scope and purpose of the order 
was directed solely against the alleged practice of using cost 
figures in order to effect the adoption of uniform selling prices. 
The order therefore contained a prohibition against the publica- 
tion of the data for price-fixing purposes, which was alleged to be 
evidenced by the publication of predetermined, standard cost 
figures coupled with a recommendation of a fixed rate of profit of 
twenty five per cent. In their defense, the United Typothetz set 
forth that they were not guilty of engaging in some of the prac- 
tices complained of, and had discontinued others deemed ob- 
jectionable. 

In the absence of a judicial review of the federal trade commis- 
sion proceeding, and in view of the discontinuance of the case 
and the subsequent decision of the supreme court in the Maple 
Flooring case, the value of this proceeding is necessarily lessened. 
Various other federal trade commission statements indicate that 
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where the cost accounting plan is perverted to induce group 
action with respect to the selling price rather than to encourage 
individual education in cost finding, the activities are no longer 
permissible. 

While the trade association may afford the facilities for educa- 
tion in cost finding, the individual must never be compelled by 
pressure from the association, or its officers, to conform to group 
activity. 

From a composite, comprehensive review of the judicial de- 
cisions, recorded proceedings and expressions of the federal trade 
commission, the views of the department of justice and other 
persuasive statements on the subject matter of the lawfulness 
of uniform cost-accounting practice, some rules for guidance 
may be indicated. It must be assumed, of course, that the ac- 
counting plan is being pursued for legitimate, constructive pur- 
poses and is not being employed as a cloak or instrumentality for 
unlawful agreements or concerted action on the part of the mem- 
bership of an industry with a view to an illegal control of produc- 
tion or price policies. 

A finding that such an unlawful agreement or course of conduct 
exists must lead to a condemnation of the accounting plan in its 
entirety. It must likewise be borne in mind that the suggestions 
which follow must not be taken as an unerring enumeration of 
the practices allowed or forbidden by the law. They are signifi- 
cant features, the presence or absence of which has influenced 
the views of the courts and administrative officers of the govern- 
ment in enforcing the provisions of the anti-trust laws. All the 
facts of any case in their direct relation to unlawful price or pro- 
duction policies on the part of a group within the industry consti- 
tute, in the last analysis, the fundamental factor in passing a 
final judgment. But as the finding of certain conditions would, 
in practice, tend to indicate a plan violative of law, it may be 
valuable to point out the significant features which have been 
noted by the courts, so that proper precautions can be taken and 
the cause for dissatisfaction removed: 

1. The cost data must be as accurate as practicable. The 
figures must be based on actual and not on fictitious or arbitrary 
information. They must be fairly ascertained from the actual 
experience of the members reporting to the secretary, and must 
be accurately reproduced in the reports of the secretary to the 
membership. The data should not, therefore, be inflated or 
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colored by the inclusion of items not actually present in the ele- 
ments of cost of the reporting members. 

2. There must be no recommendation, advice, comment or 
criticism with respect to the amount of any item of cost, rate of 
profit or selling price to be set by the individual member. The 
items of cost are not to be made the basis for an agreement by 
the group within the industry as to the selling price by the in- 
dividual member. The decision of the supreme court in the 
Maple Flooring case apparently permits the discussion of cost 
data as well as comparative analysis by the individual member. 
But no agreement or attempt to agree on cost, or any specific item 
thereof, margin, sales price, production policy or any other 
unlawful activity is permitted. 

3. The cost information must be essentially educational and 
informative in character. While the group in the industry may 
be educated in proper methods of cost accounting, it is of the ut- 
most importance to bear in mind that the use of the cost-account- 
ing data is a matter of individual choice. The member must 
exercise his own initiative, discretion and judgment in determining 
and fixing his own cost, margin and selling price. He must at 
all times be free to follow his own will in contrast to pressure from 
without by the association or any of its officers. 

4. The cost information should be published or made available 
to those who are not within the ranks of the association or to 
neutral publications, so that the appearance of secrecy and the 
possibility of distortion of the information for unlawful purposes 
by the members of the association may be, in a large measure, 
lessened. 

5. The cost data must be disseminated in such a manner 
that the information contributed by individual concerns is 
not identified by name and thus made known to competitors. 
Anonymous numbered reports by individual concerns, which are 
not known to the membership of the association, can serve the 
same purpose as identified reports. They perform substantially 
as well the service of disclosing the efficiency of business units in 
the industry. The general policy of the law, similar to the policy 
expressed in consideration of the general statistical activity of the 
trade association, is to forbid the identification of each report 
which would, if allowed, afford the opportunity to lead to the de- 
tection of those who did not conform to a preconceived, con- 
certed arrangement to violate the anti-trust laws. It may be 
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that identification of cost data is not so intimately related to the 
ultimate selling price, but to refrain from such identification is a 
safeguard which it would be wise to follow, as the law stands 
today. 

6. There should be no penal provision compelling group action 
as distinguished from free and uncontrolled individual discretion 
with respect to cost, margin or selling price. A member should 
not be subjected to the duress of fines or expulsion for exercising 
his individual judgment on these matters. 

7. Drastic supervision, which is employed to spy upon the 
activities of a member to discover whether or not he is conforming 
with the group plan, should be avoided. 

Uniform cost-accounting methods will thus be judged with 
emphasis upon their demonstrated value rather than by the pos- 
sibility that they have transgressed the technical rules of a for- 
bidding law. Codéperative efforts on the part of trade associa- , 
tions seeking a more efficient, improved, and more serviceable 
technique will be judged by the law, when pursued within proper 
limits, with a view to enlarging the permissible area of operation. 
This seems a fair prophecy, now that the principle of uniform 
cost accounting has been accepted by the courts, as a sound legal, 
as well as economic, function. 
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The Scope and Application of 
Certified Appraisals * 


By G. B. WATERSTRAAT 


The history of appraisals dates to antiquity, in that every 
transaction was based upon value in one sense or another. 
Appraisals entered into the old transaction of barter and exchange. 
The traders appraised in their own minds the value of the article 
in exchange. 

The first certified appraisal was prepared about 1894. It con- 
sisted of a disinterested inventory of a plant. While similar 
appraisals may have been prepared before that time, it is recog- 
nized that the present-day appraisal had its inception in the 
preparation of the inventory of plant assets. With the continued 
use of the inventory, the appraisal developed and its scope has 
broadened to such an extent that it would be impossible for 
anyone to enumerate the various uses of appraisals today in indus- 
trial organizations. 

The first step after the inventory of plant assets was the fixing 
of unit prices and the determination of replacement value of the 
plant. The word ‘‘replacement value”’ has since been changed to 
“reproductive value” or “‘cost of reproduction new.” Still the 
appraisal or inventory was incomplete, as the listing and pricing 
did not disclose the actual or net value of the property. As no 
effect had been given to condition, usage, etc., the logical step 
which followed was the establishment of accrued depreciation as 
of the date of the appraisal. In this manner the sound value was 
determined. 

Fundamentally the appraisal of today is an inventory of plant 
assets and if properly applied and followed will serve as a plant 
record. Buildings and building appurtenances should be listed 
in detail, followed by machinery and equipment, showing quan- 
tities, descriptions and unit prices with proper identification, using 
either building designations and serial numbers in case of machin- 
ery and major equipment or the machine numbers in vogue in the 
plant. Tools and dies also should be properly identified and 
listed in detail. 


* Address delivered at a meeting of the Illinois Society of Certified Public Accountants. 
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The method of listing and compilation is frequently altered to 
conform with the list of classifications or ledger accounts. At 
times the appraiser is requested to list the machinery by plant 
units so that the investment in machinery and equipment on 
particular operations can be more readily determined. In an- 
other case, it may be desirable that the appraisal be departmental- 
ized. The appraiser is always willing to coéperate for the best 
interests of his client, and without materially increasing the cost 
of an appraisal its advantage can be greatly enhanced. 

The detailed appraisal is too well known to require any elabo- 
rate explanation. It should consist of a bill of material which, 
while unimportant from the accountant’s viewpoint, is an im- 
portant record in insurance problems. It should include building 
appurtenances, pipe and fittings, water, steam, heating, sewerage, 
electric lighting, elevators and so on, which are of a permanent 
character and are not subject to change, whereas the machinery 
and equipment may be moved continually to expedite operations 
and effect economy. Therefore, this part of the appraisal 
must be in complete detail for reference and ready identification. 

The detailed list or inventory of the plant, the percentage and 
amount of accrued depreciation and the segregation of non-burn- 
able portions, constitute what is known and recognized by all 
companies as a detailed appraisal. 

A modified type of appraisal is prepared to effect economy 
under different titles. The listing and gathering of details is 
curtailed. General descriptions of buildings are substituted for a 
bill of materials. The same method is followed with building 
appurtenances. Appraisal companies have various methods of 
preparing the report just mentioned. For reference purposes the 
report usually furnishes a complete list of machinery and major 
equipment but transmission and other classes of equipment are 
shown in totals by the buildings, floors or departments where they 
are placed. 

With these two types of appraisals it is the custom of the ap- 
praisal companies to furnish supplemental reports. They con- 
sist of recapitulations by buildings and classifications showing the 
total reproductive values, percentage and amount of accrued de- 
preciation and net sound values for accounting and financial pur- 
poses. Values are also set forth for insurance purposes showing 
the value of exclusions, or non-burnable portions, depreciation on 
gross burnable values and net insurable values. While curtail- 
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ments are made in the event of fire, supporting details for proof of 
loss are available from the appraiser’s notes. 

In the case of concerns which are desirous of maintaining the 
most careful record of their physical assets, the modified appraisal 
will prove unsatisfactory in comparison with a detailed appraisal. 

Another type of report eliminates all data and shows only by 
buildings and by classifications the reproductive value, the 
amount of accrued depreciation and net sound value. This type 
of appraisal will serve in cases where a disinterested estimate of 
value is desired to support financial statements or as a preliminary 
valuation in any negotiations for financing, consolidations and 
mergers. This type of report is acceptable to financiers who are 
not interested in a mass of details which is so valuable to the ac- 
countant, cost department, purchasing department, engineer- 
ing department, etc. 

Usually this type of appraisal is desired for a specific purpose 
and speed is its essence. The appraisal is known as an ‘‘engi- 
neer’s report.”’ In its preparation the appraiser uses his ingenuity 
to the full extent in submitting values without details. It is 
sometimes submitted as an estimate of values for a preliminary 
set-up in financial negotiations, to be substantiated by a detailed 
appraisal. After a comparison between the estimated value 
and the more thorough substantiating valuation, the appraiser is 
frequently called uncanny. Yet his ability or faculty is merely 
the result of life-long study of a specific subject. 

In explanation of the foregoing forms of reports no cognizance 
has been given to any other method of determining values—by the 
cubical contents, square-foot area, or in specific industries on the 
machine units—as these methods are usually applied only to 
obtain an approximate value and are principally used because of 
economy. 

Opinions are frequently expressed that the basic factor, cost of 
reproduction, creates an appreciated value. This may be true, 
yet it assures a uniform basis for all appraisals. On utility prop- 
erties efforts have been made to establish average prices or 
values. The methods have proved unsatisfactory. After the 
war period values fluctuated and consideration was given to the 
advisability of establishing as a basis, “‘normal values” —in other 
words, medium, or the average of, values between 1913 and 1920. 
But 1921 values were lower than those of 1920; 1922 values in- 
creased and in 1923 another increase was experienced, so that it 
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obviously is not possible to determine a standard normal basis. 
As values between the beginning of 1921 and the present day, 
however, have been stabilized; as there is every indication that 
they will remain stable, and in view of the life of mechanical 
equipment especially, it is fair to accept the reproductive values 
as a standard basis where appraisals are used in the ordinary 
course of business. It is because of the appraiser’s viewpoint 
that reproductive values as of the day of the appraisal shall be the 
basis that frequently the opinion is expressed, in case the ap- 
praised value is in excess of book values, ‘‘The appraisal is too 
high.” 

The following case may be cited as an example of variance be- 
tween appraised value and book values. 

A few years ago an appraisal of properties was prepared showing 
a certain building to have a reproductive value of $50,000, with a 
very heavy percentage of accrued depreciation, indicating to 
anyone familiar with the analysis of appraisals that the building 
was in a very bad state of repair. This condition was recognized 
bythe management. The properstep would have been todemolish 
the building and rebuild, but the building code would not permit 
the erection of a similar building. Consequently the management 
decided upon rehabilitation of the building, which was done. 

A fire completely destroyed the building and its contents. 
Reference was made to the appraisal which had been brought 
up to date annually, and the appraiser was condemned, as the 
appraised value was completely out of line with the value of the 
structure as shown by the plant ledger. 

To the reproductive value determined by the appraiser, the 
assured added the expenditures on the buildings, amounting to 
$30,000, as shown by the books of account. This the assured 
considered the reproductive value, and depreciation, because of 
the rehabilitation expense, was reduced to a figure commensu- 
rate with the better condition of the building. The statement 
was submitted to the adjustor. The adjustor diplomatically ac- 
cepted the statement, saying that everything was satisfactory; 
that if the assured would furnish bills of material or proof of loss 
of the buildings and appurtenances, adjustment would be made. 

Appeal was made to the appraiser to furnish the data in the 
proper form requested by the adjustor. A thorough investigation 
and analysis was made of the ledger account by vouchers and 
submitted to the appraiser. Innumerable items of labor were 
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shown, as well as materials purchased and requisitioned from 
stock. It was quite evident that in the rehabilitation work the 
reproductive value of the building had not increased, although the 
factor of accrued depreciation had been reduced to a minimum. 

This explains the reason why book values may be in excess of 
appraisals. This condition frequently occurs where changes and 
improvements are made in buildings. To the original value as 
carried on the books of account, the cost of tearing out is charged 
in addition to the improvements, and it is impossible for the 
appraiser to meet these figures. 

It is conceded that no inventory of the property, even at the 
original cost, will agree with the books of account. If a compari- 
son is made with the reproductive values and the value is ex- 
cessive the assumption is that the enhanced value shown by an 
appraisal is caused by an appreciation or an increase due to repro- 
ductive value of the properties appraised. This is not the case; a 
conservative policy of accounting may understate property value 
a year after erection and installation. 

The question may be asked, ‘‘If the appraiser is disinterested 
and competent to determine sound values, why establish the 
reproductive value and accrued depreciation to arrive at the 
sound value?’’ Obviously a net value, while it may prove suit- 
able in a real-estate transaction, would not apply to either ac- 
counting or insurance requirements. Therefore, the method em- 
ployed universally by appraisers is a natural development. The 
original appraisal inventory was prepared to meet a stipulation of 
insurance policies that the assured shall furnish verified plans and 
specifications of buildings and itemized lists of machinery and 
equipment, but the policies also stipulate that the monetary 
consideration or damage in the event of fire shall be based upon 
the cash value. Fortunately the term is qualified, i. e., replace- 
ment values less exclusions and depreciation. 

It is apparent that years ago in the evolution of fire insurance, 
a close relationship existed between the risk companies and the 
counting house, as the basis of accounting practice is applied in the 
insurance formula. 

The term “‘reproductive values,’’ however, can not be accepted 
in its full sense, as the appraiser does not necessarily value on the 
cost to reproduce. The accepted theory is to reproduce “‘of like 
kind and quality.” As an illustration, a plant erected some 75 
years ago, consisting of a principal building built of walnut, the 
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timber then available in that community, has withstood the 
ravages of time and meets industrial requirements today. The 
lumber is in splendid condition, due to favorable climatic condi- 
tions. If the appraiser were to value the material at its present 
market price, it would create a value which would not be recog- 
nized by an insurance company in the adjustment of a loss, and it 
is doubtful whether or not such a value would be acceptable to an 
accountant, because it could not be construed as a utility value. 

The appraiser’s practice, when such conditions exist, is to de- 
termine a replacement value based upon the use of materials 
commonly and customarily employed in the construction of a 
building of the particular type under discussion. 

The same problem confronts the appraiser in the determination 
of the value of special machinery. The manufacturer has a basic 
machine for a certain operation. His organization visualizes an 
improvement on a machine which will encompass several opera- 
tions. The ideas are given to the designing department and a 
large sum of money is spent in designing, experimenting, etc., to 
place the improved model in operation in the shop. What is the 
value of that machine? The original cost to produce, or the cost 
of reproduction, utilizing all drawings, patterns, etc.? It is 
universally accepted among appraisers that the machine can be 
valued upon the cost to reproduce. 

“Fools rush in where angels fear to tread’’ can aptly be 
applied to the subject of depreciation—a subject which is so 
academic that the volumes written upon it in the course of 
a few years would comprise a library in themselves. After all, 
there is no fundamental rule which can be applied without 
some deviation, however slight, in each individual case. Even 
insurance companies fail to define the word which is of so great 
financial importance in the event of fire. Business was satisfied 
up to a few years ago to apply depreciation annually; possibly, in 
the majority of cases, consistently each year. Other companies 
based depreciation upon a reflection of the profits, and in some 
classes of properties it was based upon production. The 
agitation on the subject, however, during the past 25 years, 
has resulted in serious thought. Uniform annual rates ap- 
plicable to classes of property have been established by trade as- 
sociations; the federal trade commission has recommended rates 
applicable to various industries, and the tax department has its 
set of annual rates of depreciation. But in this modern age—this 
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age of rapid growth and advancement, in building up and tearing 
down—who will guarantee that any schedule of annual rates will 
survive the anticipated life? The appraiser avoids the subject of 
annual rates of depreciation unless he is especially requested to 
analyze conditions, and then he only offers his recommendations. 

In the matter of accrued depreciation, however, he has no hesi- 
tancy in the expression of his opinion because experience has 
taught him that depreciation is a matter of observation and 
judgment based upon years of study and training. In determin- 
ing the percentage of accrued depreciation, the appraiser will 
consider all the elements of depreciation which have been sug- 
gested and will then proceed to determine the percentage of de- 
preciation based upon four factors—age, wear and tear, condition 
and obsolescence. 

Age is a factor of life. It is as uncertain in material things, 
such as buildings, machinery and equipment, as man’s expectancy 
of life. A modern building may rise today and in a few brief 
years may be for some reason or other completely changed in its 
complexion, or may be razed for some public improvement. 
Likewise, in this day of competitive struggle for improved prod- 
ucts and economy, a machine may serve a purpose today and 
possibly in a year be salvaged. 

Wear and tear is the greatest influence in the life of property, 
be it buildings, machinery or equipment. The type of construc- 
tion of the building, the character of the industry, the particular 
operation of the machine, sometimes climatic conditions and 
special deteriorating influences, are points which tend to increase 
or decrease this factor of depreciation. In a particular industry 
the life of a machine may be a year or two, yet through proper and 
careful maintenance and replacements it may serve for a longer 
period. Then again its life may be estimated at ten years, and 
twenty years later it may still be operating efficiently. 

Condition is an important factor in the life of either a building 
or a machine unit. Where buildings are well constructed and 
properly maintained, the life can be greatly extended, reducing 
the average annual rate of depreciation toa minimum. A build- 
ing may greatly outlive its normal life based upon accepted rates 
of depreciation. The same principle applies to machinery. How 
often have we seen machinery in a state of deterioration, due not to 
the use which the machine has been given, but through lack of 
attention and of maintenance. The appraiser stresses this factor. 
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The next factor, one which is of the utmost importance, is that 
of obsolescence. Important, in that in the judgment of the ap- 
praiser he may depreciate plant assets ruthlessly and in keeping 
with obsolescence to the point of 80 per cent. or 90 per cent., the 
remaining value being salvage or scrap value. In some of our 
institutions today—successful institutions—this factor of depre- 
ciation would reduce the value of the property to a minimum, yet 
in the same plants, through personal efficiency and so forth, the 
properties are earning an amount of profit greater in proportion 
than competitors with buildings, machinery and equipment of the 
most modern type, and the profit per unit in the obsolete plant is 
greater than in the modern plant. Therefore, while the appraiser 
may consider obsolescence, it is difficult to do so conscientiously in 
every appraisal undertaken, because the fee for the appraisal is 
not sufficient to enable the appraiser to make an examination of 
the efficiency of the machinery, etc. In the case of buildings it 
may be obvious that obsolescence is a factor and depreciation 
should be determined accordingly. Another point it might be 
well to consider is that obsolescence usually means inefficiency and 
increased cost of production. 

It has been indicated that a plant in the judgment of the ap- 
praiser may be obsolete and yet make a profit, whereas a modern 
plant in the same industry may show only a proportionate profit. 
Reference may be made to another industry where the plant of 
the antiquated type can not compete with the modern plant. In 
the modern plant one machine handles the operation of five 
machines in the old plant. The comparison of the cost records of 
the two institutions discloses that obsolescence has insidiously done 
its damage. In the antiquated plant the cost of production is 
considerably higher than in the modern plant. The company 
remains in business, however, and makes a small profit, and the 
management is satisfied with conditions. Therefore, the ap- 
praiser’s values must take cognizance of a going concern. 

Obsolescence of machinery may not materially affect the value 
of that particular classification. Obsolescence may be an impor- 
tant factor in the appraisal of tools, dies and jigs, especially 
where frequent changes are made in the design or model of a prod- 
uct to which the appraiser gives weight in the rate of accrued 
depreciation. 

In the appraisal of properties special tools, dies and jigs may 

° not be included, the management believing that the records will 
342 


‘ 


The Scope and Application of Certified Appraisals 
suffice. Or the appraiser may be called upon to accept the book 
value, making a sufficient investigation to determine that the book 
value is conservative enough to enable him to certify to the 
total value. When such lump-sum value has been decided upon, 
the certificate accompanying the appraisal contains a qualifica- 
tion that the valuation or cost has been taken from the books of 
account and is, in the opinion of the appraiser, conservative. 

However, the appraiser is frequently requested to assume all 
responsibility in the listing and valuation of the tools, dies, jigs 
and fixtures, which is done in complete detail by individual items, 
showing number or drawing number, giving descriptions for iden- 
tification, and placing a value commensurate with the cost to 
reproduce. In such cases the appraiser determines a composite 
rate of depreciation on each class of tools, dies or jigs. This 
composite rate not only takes into consideration wear and tear 
and usefulness as a whole, but an investigation is also made re- 
garding changes in models or product which would have a bearing 
upon the state of obsolescence and is considered in the composite 
rate. In many plants the appraiser finds a careful segregation of 
live tools and obsolete tools. In such cases his work is greatly 
simplified. 

Utility value is a phrase like many others that is heard occa- 
sionally in appraisals. As there is no formula for utility values, 
the appraiser is obliged to make his own interpretation. Utility 
value should be included in every appraisal prepared in accord- 
ance with the standard methods which have been heretofore 
reviewed. 

The reproductive value can not be enhanced or lessened by 
utility, but the effect of utility can be taken in depreciation. As 
an illustration, an old, established and prosperous concern 
proposed a change in its financial structure and the issuance of 
bonds. It is well known that the value of the property is an 
important consideration in financing. A new building had been 
erected on the plant site in 1919 and completed early in 1920, 
which, the appraiser was advised, represented a cost of over 
$150,000. It was erected in expectation of a continued large 
volume of business, but because of the slump of 1920 the new build- 
ing was not placed in operation. This incident occurred in 1922 
or 1923. The banker considered the utility value and suggested 
deduction from capital account. As this is a problem which may 
be frequently encountered, let us analyze the method followed. 
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The appraiser followed the formula of placing reproductive 
values. Whether the 1923 appraised value was more or less than 
the cost in 1919 is not important. The accrued depreciation was 
slight, as it was a substantial building, and as it had not been used 
the maintenance charge was low. The actual depreciation could 
be only deterioration through age. Therefore, the net value of 
the building, all things being equal, might have been slightly less 
than the original cost. It would be severe to penalize the capital 
accounts. From the viewpoint of utility it may have represented 
100 per cent. depreciation. It could not be leased because of its 
position on the plant site, the plant consisting of some thirty 
buildings. It was not necessary for storage purposes. If the 
building was demolished, the value might have been minus 100 
per cent. because of the cost of demolishment. The building was 
in reality a complete new unit of operation. It was suggested 
that the old portion of the plant manufacturing the product for 
which this new building was erected be transferred to the new 
building, and this was the step that was taken. The result was 
the discovery that since the old building had been erected in 
1888, the cost should have long ago been absorbed in deprecia- 
tion. However, its value on the books was $35,000, which was 
charged off as a deduction from capital assets, and advantage 
of the charge was taken in income-tax schedules. The expense 
of moving was $10,000. 

The net result of this change was a saving of over $100,000 in 
capital assets, with improved conditions. No doubt the capital 
deduction and expense involved were reflected in the reduction of 
cost of operation. 

The same principle may be applied to machinery. Let us take 
a case of a machine purchased for a certain operation. The 
quantity of the product turned out by this machine requires only 
three hours a day in comparison to the usual nine-hour schedule. 
Shall this machine be depreciated on its utility basis, or should the 
interest on investment, the depreciation and the burden be 
charged to the cost of the operation? The latter may be the 
most advisable method in order that the cost of the product may 
be accurately determined in comparison with the cost of purchas- 
ing a similar product in the open market. It may be advisable 
to sel! or scrap the machine when such a comparison has been 
made, and yer from an economy viewpoint the three hours may 
represent 100 per cent. utility. 
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Utility value is frequently confused with idle machinery and 
equipment. It is customary for the appraiser to list such equip- 
ment under separate classifications and depreciate to the point of 
salvage value. Idle machinery and equipment are always given 
effect in appraisals. 

Another illustration of utility may be mentioned in the case of a 
well known concern organized in the early 60’s in the center of the 
source of raw materials. Large units were continually added to 
the plant up to 1890. The properties were operated to full capac- 
ity over a long period of years and during the war period they 
were operated day and night. A peculiar condition occurred, 
however, after the war. The source of raw materials was moved, 
and at the present time only about 50 per cent. of the capacity of 
the entire plant is in operation. The remaining units are idle and 
yet in splendid operating condition. Appraisal practice may 
determine the sound value on reproductive value less depreciation, 
giving effect, however, to the factor of idleness. This method of 
determination of values would be acceptable to an insurance 
company. However, the amount of insurance carried under the 
co-insurance clauses has caused the management to give serious 
consideration to the premium paid. Consequently a question 
has arisen regarding the consideration of utility value, in an 
effort to reduce the value to a nominal amount. However, the 
form of policy uses the customary language with reference to 
determining cash value. The utility effect on depreciation can 
be included only by agreement with the insurance company. 

In plants where this condition prevails it is advisable that the 
most thorough investigation be made and the appraisers advised 
in the premises before their work is undertaken, so that there may 
be a complete understanding between the management and the 
appraiser, and proper qualifications stated in the appraiser’s 
report. 

Sometimes questions arise concerning the costs of production. 
Do they include depreciation based upon reproductive value? 
This question is food for thought. Again an individual case may 
be used for illustration. What is the policy of the management in 
the determination of costs? What is the basis of the cost system— 
the cost value of buildings, machinery and equipment, or an 
appraised value since the peak period? It is a matter of policy. 
Shall the cost of production include every possible item entering 
into the manufacture of the product and then the selling price be 
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determined arbitrarily? Or, shall the cost represent minimum or 
direct charges and a percentage be added to fix the selling price? 

Let us consider how the cost of production would be affected by 
depreciation. We have a machine purchased in 1915, below the 
1913 market. Its life is assumed to be ten years. However, 
through proper maintenance the machine is still in operation. 
The purchase price of the machine was $1,000. The machine has 
now been fully depreciated. Depreciation was included in the 
cost of operation. It has been decided to scrap the machine. 
However, the purchase price of a similar machine today is $2,500. 
It is obvious that on the purchase price today sufficient depre- 
ciation has not been charged. Consequently, the cost of the 
product has benefited to the extent of depreciation on original 
cost. If the principle applies to the entire plant erected in 1915 
and if the plant now must be entirely replaced, a loss has been 
suffered through the period of operation. Sufficient reserves have 
not been set aside. Consequently the answer is refinancing. 

On the other hand the same machine may be purchased at the 
same time at the same price with appraisals of the properties in 
the interim and depreciation adjusted to reproductive values. 
The costs are higher, but sufficient reserves have been consist- 
ently set aside, so that when the machine has completed its use- 
fulness, the cost of production has been charged with the depre- 
ciation on the reproductive value and reserves should be sufficient 
to replace the machine, or in a broader sense, the properties. 

In submitting this example, attention should be directed to an 
important consideration in making adjustments of book values to 
conform with appraised values. The properties, through con- 
servative accounting, may be carried at a nominal value. Items 
of minor additions and improvements which are rightfully a part 
of the physical make-up of the plant have been charged to expense. 
Consequently, the depreciation on the book values is ultra-con- 
servative. An appraisal is prepared showing appraised values in 
excess of book values, not necessarily through appreciation or an 
increased cost of reproduction but because of a conservative 
method of charging items to expense. The profits of the com- 
pany over a period of years have been definitely established and 
the earnings in proportion to the capitalization are satisfactory. 
It should be called to the management’s attention by the account- 
ant that, as the appraisal shows a higher value, it necessarily 
follows that the amount of annual depreciation on the reproduc- 
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tive values will be greater than under the conservative method, 
and thereby profits will be affected. 

While on the subject of adjusting books of account to conform 
with appraised values, it may be noted that the appraiser takes 
the position that his function embraces only the determination 
of values. Books of account are outside his sphere of activity. 
The appraiser should make no recommendations to executives or 
accountants as to the best method to be followed. While it is 
true that appraisal organizations have in their employ men com- 
petent to make an analysis, I believe that appraisers universally 
have refrained from entering the field of accountancy. In the ap- 
praiser’s activities he has the benefit of association with accountants 
through whom he learns of their individual problems in many 
concerns. It might be stated that in one case there were five 
different methods of adjusting books of account considered. 

A concern in business twenty-five years decided that it would 
be desirable to eliminate an item of goodwill. As several ap- 
praisals of the properties had been prepared the management 
knew that the appraised value of the properties was greatly in 
excess of the book values. 

In the elimination of the goodwill, it was decided to establish 
appraised values as an offset on books of account. In arranging 
for the appraisal the management submitted a previous certifica- 
tion of value in summary form, consisting of but one page, show- 
ing the reproductive value, the amount of accrued depreciation 
and net sound value of the plant. This statement was made: 
“We borrowed a million dollars on the strength of this report and 
it will suffice for our present purposes.”” The appraiser agreed 
that the character of report would suffice, but recommended that 
the plant be appraised in complete detail to substantiate books of 
account as of the date of the entry. 

In making the recommendation the appraiser judged that while 
the board of directors had the power and authority to make the 
change, yet some time in the future dividends might decline or be 
passed, and minority stockholders might then, possibly unjustly, 
question the wisdom of the change, possibly causing the manage- 
ment embarrassment. With a detailed appraisal, however, sub- 
stantiating the book entries, there could be no question of 
the justification of the action of the board of directors. After 
deliberation of several days, the suggestion of the appraiser was 
adopted. 
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Many appraisal reports qualify the valuation with the expres- 
sion “‘as of a going concern,” meaning that the values have been 
applied on the assumption that the concern is a going and profit- 
able organization as of the date of the appraisal. The term should 
not be interpreted, however, to mean going values or intangible 
values, which the appraiser does not take into consideration. It 
is recognized that in the case of public-utility concerns, there is a 
going value or an intangible value. In an industrial institution 
operation and output are assumed to be subject to the ability of 
the sales department to keep the properties operating to capacity. 
Extensions should only be made because of increased sales, and 
here again would be 100 per cent. utility value. 


In the case of public utilities, however, going values are recog- 
nized. The appraisal of public-utility properties is a subject in 
itself and is outside the scope of this paper, which is concerned 
only with industrial properties. 

The advantages of an appraisal for sale or purchase purposes 
may be summarized under the one heading of determining the 
sound value of physical assets to be transferred. In the com- 
modity market, the price for which certain items are exchanged 
is pretty well established generally. However, a composite 
property, as in the case of a manufacturing plant, does not 
have an established market value until the property has been 
thoroughly analyzed as to its utility to the person or firm intend- 
ing to purchase it. 

An accurate appraisal, which includes a careful examination and 
analysis of the individual component parts of the property, estab- 
lishes, if it is carefully prepared, the value of the then existing 
properties to anyone interested in the purchase or sale of them. 
It is often stated that there is but one value to a property for sale 
or purchase purposes, and that statement is true, provided the 
management and organization operating the properties are taken 
over by the purchaser. In this case the value is based upon a 
going concern. 

On the other hand if merely physical property is transferred 
to be operated by new management unfamiliar with the actual 
physical working condition of the component parts, a deduction 
would have to be made commensurate with the extent of the 
operations dependent upon the familiarity of the organization 
with the properties being sold. 
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In cases where a property is transferred, maintaining the 
management of operation, allowance should also be made to cover 
the effect of changing even the operating organization heads. 

A great many of these elements can not be accurately measured 
in so many dollars or cents, but they can be estimated with 
reasonable accuracy after a careful study of the details of the 
transaction and consideration of how the organization will be 
affected, if at all, by the transfer. 

It is a well known fact that if a composite property is sold by 
one organization to another, an accurate appraisal showing the 
sound values of the properties as of the date of the sale is a correct 
basis for the setting up of invested capital, and the value of an 
appraisal for that purpose alone should not be underestimated. 

One class of service which either the accountant or the appraiser 
may be called upon to perform is the inventory of merchandise, 
stock and supplies. There is no phase of the service rendered 
where a closer coéperation and coérdination is required. The 
appraiser has the advantage in the shop in listing the inventory 
and in the supervision of the count and because of his long years 
of shop practice his work should result in a more accurate inven- 
tory. The accountant, on the other hand, through his knowledge 
of books and computations of costs, is qualified for the pricing 
and checking of the prices, especially where product in process 
and finished materials are concerned. 

It is customary to price the inventory from the cost records on 
the assumption that the management has exercised extreme care 
in the installation of an accurate cost system. Raw materials 
and supplies can be priced from vouchers, catalogues or market 
quotations. It is advisable when the appraiser or the accountant 
prices the inventory from the client’s records, to spot-check here 
and there to verify the correctness of the basis. Usually 
the appraiser certifies only to the count and calculations, qualify- 
ing in the certificate of value that the prices have been obtained 
from the client’s records, and I believe that the accountant 
follows the same practice. 

It may be well to mention that in many industries obsolescence 
is a factor that should be considered in inventories. An infant 
industry, but one of importance in the country today, is seriously 
affected by obsolescence, because models are changed almost 
monthly. This feature should be recognized in every inventory, 
and it would be appropriate when inventories are taken by the 
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accountant or the appraiser to recommend that the inventory be 
submitted to the engineering department, or to others competent 
to determine the stock, process parts or finished material which 
is of an obsolete type. Beyond a certain quantity for replace- 
ments and repairs obsolete items should be materially reduced— 
practically to a salvage value. For the accountant or the ap- 
praiser in the average industry to determine the cost on each 
individual item in the industry would require an exhaustive in- 
vestigation, and the expense of such a task may be prohibitive. 
Therefore, it may be assumed that where the concern is ap- 
parently in going condition the cost record may prevail. 

While on the subject of inventories, it may be pertinent to call 
attention to the cost of the annual inventory to determine the 
value for books of account. It requires preliminary work prior 
to the date of the inventory and necessitates a considerable force 
of men to do the counting in the period when the inventory is 
taken and the plant shut down. It also requires additional time 
in the office departments in pricing, making calculations, etc., and 
after the final value is determined and placed upon the books of 
account, the inventory is filed as a matter of record. 

In some organizations the rule-of-thumb method will suffice, 
based upon previous inventories, but that plan is not generally ac- 
ceptable. Consequently, considering the expense involved in the 
inventory, full advantage should be taken of the record, showing 
quantity and description of items, which has been prepared. The 
inventory should be referred, to secure the full benefit of it, to the 
purchasing department monthly so that this department may be 
more familiar with the stock and supplies distributed throughout 
the plant. It should also be referred to the foremen and stock 
keepers so that all may be informed and so that supplies which 
would be otherwise purchased from outside, may be requisitioned 
from various stock rooms or departments until the supply has 
been reduced to a normal quantity. 
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The Cost Accountant, an Essential to Management 
By G. HARVEY PoRTER 


Manufacture is the principal cause creating a demand for 
cost accounting. Manufacturing Industries in America, a book 
by Malcolm Keir, discloses excellently the evolution of 
the ever increasing demand for cost accounting. Because of 
the inadequacy of transportation, early industry served local 
demands primarily. These demands were at first, on the whole, 
so much in excess of the possible supply of manufactured goods 
that the problem was one of suitable and effective equipment to 
increase production, with little or no concern for cost, except 
in so far as the total costs might exclude demand for the product 
through the economic law of comparative wants. With the 
increase in means of both communication and transportation, 
markets were broadened and costs probably became even a 
smaller factor in the scheme of supplying human needs and 
wants. 

Then came the era of exploitation of natural resources with 
ample supplies of raw materials and little competition on account 
of unsatisfied demands. Following, and still a part of this 
period, came an era of duplication and multiplication of manu- 
facturers of the same goods, brought about by the development 
of trained men desiring to enter manufacture not as employees 
but as principals or entrepreneurs. For some time even then a 
knowledge of final results after inventory time seemed to satisfy 
the majority of manufacturers. Results were considered in the 
light of these final figures and the business was judged in periods 
of one year, either as a ‘‘good year” or a ‘‘poor year,” with little 
regard to the effect of costs on the changing demands and com- 
petitive influences to which industry was being subjected. 

Next was the advent of keener competition and a striving for 
improvement in methods, men, machinery and materials, 
developing a demand for accurate information, which could be 
supplied only through a more detailed and scientific division of 
expenditures and depreciating assets. This was the period of 
widening interest in cost accounting in the United States. A 
refinement and even some standardization of costs ensued and 
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then came the war with the prevalence of cost-plus contracts, 
used to expedite agreement on the price of materials of all kinds 
urgently needed by the government and as recognition of the 
uncertainty of costs under war conditions and in view of greatly 
increased production. 

Then followed the post-bellum period with better transporta- 
tion, an increased number of competitive plants and productive 
facilities, overproduction, cheap imports, diffusion of industry 
from seemingly established areas and improved methods of sales, 
advertising and distribution. This generation already sees the 
control by relatively few interests of the principal natural re- 
sources, the tendency to mergers and consolidations in most of 
the basic industries and the reduction in margins of profits in 
many lines sufficient to provoke the now popular designation of 
“‘profitless prosperity.” 

Undoubtedly, with increasing population, there will be a 
tendency to approach European conditions, where the supply of 
goods per capita is less and the question of waste and final cost 
of manufacture is proportionately more important. 

The cost accountant has become of increasing importance as an 
aid to management, which implies his need for a constantly 
increasing breadth of view and training. 

Narrowly defined, the cost accountant is one employed in: 


1. The design and installation of a cost and general account- 
ing system. 

2. The direction or operation of a cost-accounting system. 

3. The preparation of cost-accounting reports, charts and 
statistics. 

4. The compilation of general statistics, cost estimates, 
market data, etc. 


Again, the scope of cost accounting, narrowly considered, 
embraces the analysis or breaking down of general accounting 
into detailed accounting of the costs: 


1. By any classification of accounts; 

2. By departments or processes; 

3. By operations; 

4. By finished products; 

5. By assemblies, sub-assemblies and parts. 


It is of most interest to consider the work for which the cost 
accountant is trained, wherein he serves as an important aid to 
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management, and the several divisions of this work will be 
considered in the following order: 
The cost accountant as an aid to management in 
1. Estimates of potential markets; 
2. Estimates of costs of manufacture as a guide in determin- 
ing plant capacities, equipment, working capital, etc.; 
3. Estimates of costs of construction; 
4. Preparation of cost reports for use in: 
(a) controlling expenditures through budgets, 
(b) determining selling prices, 
(c) determining profitable lines and individual products, 
(d) cutting down overhead costs, 
(e) finding leaks and improving methods. 
5. Preparation of charts and data for use in reflecting sales, 
operating and financial data. 


Among the first considerations in the establishment of an 
industry is that of the potential market for the product. Where 
the commodity is one in very general use, it is often possible for 
the cost accountant to obtain government statistics showing the 
production and consumption in the aggregate and by territories. 
More often it is necessary to obtain such information from trade 
journals or to calculate it conservatively from known factors 
upon which demand is based. Price, and therefore cost, is often 
the most important single consideration in the market that can 
be established for any product, and the cost accountant is of 
value in determining the effect of increased production on costs 
and resultant selling prices. 

The study of potential markets for a new industry and the 
various other economic factors, including available capital, 
provide the basis for determining plant capacity. The capacity 
required dictates the machinery and equipment necessary, and 
the arrangement and lay-out of equipment for best sequence of 
operations and lowest handling costs determine the type of 
construction and size of buildings. The flow of material, neces- 
sary labor classified by occupations, and required overhead costs 
are then planned, and from these data estimates must be made 
of the necessary working capital. In all of this the cost account- 
ant’s training fits him best to comprehend the problems and to 
supply most of the basic information on which final decisions are 
made by the management. 

When financing is assured, the period of building construction 
ensues and then it is desirable, for the purpose of accurate valua- 
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tion of properties, to keep detailed costs of the various building 
units by their composite parts. This is valuable for the purpose 
of insurance, accurate depreciation, possible future additions and 
proper valuation. Some of the best work along this line has 
been built up by the interstate commerce commission in its 
valuation of railroads and its classification of construction ac- 
counts for common carriers. 

As already mentioned it is desirable in both the new and 
established industry to determine as far as practicable the 
expected sales for a future period of say one year and from this 
to schedule manufacturing operations and budget their costs. 
These figures are set up as a satisfactory objective and as a guide 
to purchases, number of employees allowed, or necessary pro- 
duction per dollar of labor costs, as well as a limitation on operat- 
ing, selling and general expenditures. 

Where selling prices are not wholly controlled by either 
established markets or competition the cost accountant is 
responsible for the compilation of accurate costs with proper 
overhead distribution, on which are based the prices at which the 
products may be sold. Prior to the development of cost ac- 
counting, as it is now known, these costs often embraced the direct 
and easily obtained cost elements with a more or less antiquated 
and arbitrary percentage added for overhead, probably not 
in expectation of a proper allowance for depreciation on property 
or for other accruals such as taxes, insurance, etc. at their exist- 
ing rates. Usually no attention was paid to proper division 
over several different products. The continued use of such 
faulty bases for the establishment of prices invariably results in 
loss of profits and in some cases failure. Where the work of the 
cost accountant might avert such a condition his importance 
to management is obvious. 

Trustworthy costs for the several! products or lines manufactured 
are the greatest factor in policy determination relative to extend- 
ing, controlling or discontinuing certain of these products. At 
the present time extensive cost studies are being made in a 
manufacturing plant, which produces four distinct lines and about 
one hundred individual products, to determine for the board of 
directors the profit or loss on the several products. This com- 
pany has operated for years with an annual inventory and with 
only a general knowledge of the proportionate earnings in the 
different departments of the business. It is now believed by the 
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board that the cost figures will show considerable loss on certain 
lines of merchandise and that their most profitable lines have 
been carrying this burden. It would be impossible for the 
management to form intelligent policies for this industry 
without the most careful work on the part of cost accountants, 
and these accountants know the importance of presenting an 
accurate report and the moment of the decisions that will 
depend on their report. 

The proper classification of accounts will quickly reflect the 
relative importance of the various elements comprising the cost. 
This analysis detailing plant overhead, selling and administrative 
expenses and the percentage of each to total cost or selling prices 
provides an excellent basis for a management study. First of 
all, items must be more or less classified as fixed or variable. 
For instance, tax bases and insurance coverage, once determined, 
are more or less fixed items of expense, whereas such items 
as general plant labor, power, sales and office salaries are to an 
extent variables and may be reduced. The cost accountant 
who is alive to his opportunities will not only prepare these 
analyses but will make use of them in calling to the attention of 
the proper officers possible savings in cost as indicated either by 
comparative costs of several periods or from personal observa- 
tion, etc. 

Proper detailed studies of material and labor costs, by the cost 
accountant, may often indicate leaks that would not come to 
the attention of the management otherwise, and labor studies 
when first made almost invariably point to possible improvements 
of methods in use. 

The average cost department feels that when it has prepared 
well classified, neatly typed cost statements at the end of each 
month and has delivered them, its function has been properly 
performed and that it has no further obligations other than 
answering specific inquiries until the routine of the next month is 
carried through in very much the same way. From the view- 
point of the organization chart and the obligation that it assigns, 
the department is right. From the viewpoint of its importance 
to the industry it has delivered about 25 per cent. of its 
total potential value. The majority of those actively engaged in 
cost work will agree that cost reports, on the whole do not 
receive nearly the interest and attention that they merit from the 
persons for whom they are prepared. This is because the cost 
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department possibly hasn’t recognized the fact that everything, 
even cost reports, requires a certain amount of selling. In other 
words the reports must be presented in such a form that they 
will assure interest and attention. 

The most effective way yet discovered to insure the effective- 
ness of cost reports is through their presentation in chart form. 
Even though the chart does not contain the information on which 
action can be taken, it can most effectively direct attention to 
cost tendencies. In other words it can act as an alarm and stimu- 
late the mind more readily than figures alone. 

There is an increasing trend toward: 

1. Control of costs through standardization of products; 

2. Control of costs through modern purchasing methods; 

3. Control of costs through scheduling of production—or 
planning by operations; 

4. Control of costs through the ever growing chain-belt 
assembly principle; 

5. The displacement of cost accounting as the sole medium 
or agency for reduction of costs, through the develop- 
ment of methods 1 to 4. 


The cost accountant should recognize these trends and keep 
abreast of the development. He should go even further by 
being a leader in advocating the adoption of these modern prac- 
tices, for only through the adoption by his employers of modern 
costs and methods can he hope to be long identified with a 
successful industry. 

There is a real demand in industry for the modern cost ac- 
countant. Referring back for a moment to the periods of in- 
dustrial development, we might be said to have entered an era 
in which he has become an essential aid to management. His 
training and experience fit him to undertake the real problems 
of management. 
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Columnar Cashbook Versus Ledger 


By Dickson H. LEAVENS 


The use of a cashbook or voucher record with classified columns 
to which items can be extended is convenient in handling the 
expense accounts of individual persons and institutions, and to 
some extent in commercial accounts. However, probably on the 
principle that you can’t have too much of a good thing, this 
method has sometimes been extended to twenty or thirty columns. 
This results in large and unwieldy books and in a great deal of 
totaling of classified columns; it certainly is wasteful of paper 
and may actually increase labor. 

It would seem that there is some point at which classified 
columns cease to be helpful and become more bother than they 
are worth, and where it would be preferable to get the classified 
results by ordinary ledger posting. This paper is an attempt to 
find the maximum number of columns for which the columnar 
method is advisable. The problem will be studied especially on 
the basis of space and labor. The importance of minimizing the 
latter is obvious in a country where the cost of clerical help is 
high. As regards space, this is not merely a matter of the cost of 
paper, but also involves the awkward size of books and the stor- 
age space needed, which is a consideration in city offices where 
rents are high. The matters of accuracy and convenience of 
results will also be considered. 


SPACE 


In order to make things concrete, certain sizes for books will 
be assumed. The results would probably not differ greatly if 
the sizes were changed. Let it be assumed that in either case 
the cashbook has a 14-inch page, which, allowing 11% inches for 
heading, will have 50 lines spaced 4% inch. For the columnar 
cashbook, allow 81% inches width for date, explanation and the 
cash column, and an additional 114 inch for each classified column. 
For the ordinary cashbook the page will be 84% inches wide. 
For the ledger, allow an 11-inch page, with 2% inches for heading 
and waste, leaving space for 34 lines; width, 8% inches. 

On the basis of 1,000 entries, 20 pages will be needed in either 
cashbook and 30 pages in the ledger. No allowance is made for 
unfilled ledger pages, as it is expected that the ledger will be kept 


357 


| 
i 
q 
| 
| 


The Journal of Accountancy 


continuously, and that even if a page is not completely filled in 
one year, it will be eventually. 

We then have the following formule for the number of square 
inches of space (based on one side only) needed, letting A be the 
number of classified columns or ledger accounts: 

In columnar cashbook: 

20 pages X 14 in. X (8144+14A) in.=2,380+350A sq. in. 

In ordinary cashbook and ledger: 

20 pages X 14 in. X 81% in.= 2,380 
30 pages X 11 in. X 8% in.= 2,805 
5,185 sq. in. 

Thus, each requires a fundamental 2,380 square inches in the 
cashbook, while 350A square inches in the columnar book are 
needed for what would go into 2,805 square inches in the ledger. 
If A=8 or less, then 350A =2,800 or less, and the columnar 
system uses less space than the ledger; but for values of A greater 
than eight, 350A is greater than 2,805. The following table gives 
the results for certain values of A: 


Ratio of space in 
Space for Totalspace classified cashbook 
No. of accounts classified classified to that in ordinary 
columns cashbook cashbook and ledger 
A 350A 2,380+350A 2,380+350A 
5,185 
2,800 5,180 100% 
3,500 5,880 113% 
10,500 12,880 248% 


Therefore, considerations of space alone indicate that the 
columnar cashbook is economical for eight or less accounts, but 
that from that point on about seven per cent. additional space 
is needed for each new account added. 


LABOR 
The measurement of the labor involved could best be made by 
elaborate time studies of actual operations. However, an in- 


dication sufficiently reliable for present purposes can be obtained 
by listing the various operations and balancing them against each 


other as well as possible. 
358 


Columnar Cashbook Versus Ledger 
Columnar cashbook Cashbook and ledger 

Operations identical for both 
Entering date, explanation and 


figures in original cash column 
Totaling original cash column 


Operations which balance each other 
Entering figures in classified columns Posting figures to ledger 
Totaling classified columns (exclu- Totaling ledger accounts 
sive of writing in page totals) 
Bringing classified-column totalsinto | Taking trial balance of ledger 
a summary at end of month to 


check accuracy 
Unbalanced operations 
Turning pages 20A times in totaling 
classified columns 
Writing totals of classified columns 
at top and bottom of each page, 
40A times 
Finding ledger page 1,000 times 
Posting date to ledger 
Posting explanation to ledger 
Posting cashbook page to ledger 
Posting ledger page to cashbook 


Considering the unbalanced operations, the columnar cash- 
book seems to come out slightly ahead. The entering of the 
page totals of the classified columns may in many cases be dis- 
pensed with if an adding machine is used, thus leaving only the 
turning of the pages 20A times. But it may be remarked that 
if A =30, this means 600 times, turning big pages, and is com- 
parable with the finding of ledger pages 1,000 times, whjch in 
practice will be reduced somewhat by the posting of two or three 
items at once to the same account. The ledger work thus seems 
to be greater by entering date, explanation (in case that is needed) 
and cashbook page in the ledger, and ledger page in the cashbook. 
However, this may be offset by the difficulty of handling large 
books and of seeing clearly over the wide pages without moving 
head and body. 

ACCURACY 


It is probable that errors such as entering wrong amounts or 
entering in wrong columns or ledger accounts would be about 
equally frequent in the two methods. It is probable that the 
chance of error increases with the number of columns in the classi- 
fied method but is not much affected by the number of accounts 
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in the ledger method. In totaling the classified columns, if an 
adding machine is not used and the totals have to be carried for- 
ward from page to page by hand, there is certainly more chance 
of error than in the ledger. On the whole, the columnar cash- 
book does not appear superior to the ledger in accuracy. 


CONVENIENCE OF RESULTS 


The classified columns, when the number of items and the 
number of accounts are small, have the great advantage of show- 
ing detailed results in a compact form, sometimes on a single page 
each month. But when there is page after page of items, it is 
difficult to trace the details that go to make up any total. In 
cases where it is desired to give monthly detailed reports of the 
various accounts to the executives concerned, the columnar 
method necessitates tedious copying and turning over many 
pages. The ledger method provides the items in compact form 
for copying; or, better, a carbon statement can be made simul- 
taneously with the posting, whether by machine or by hand. 

Also, the ledger gives in one place the details of an account over 
a period of years, which is often useful in making budgets and 
estimates, or looking up past matters which would require long 
search through the pages of a classified book. Again, since there 
is no restriction on the number of accounts in the ledger method, 
the account classification can be readily altered or expanded at 
any time when it is desired to have the books show classification 
in more or different detail; the columnar system is more rigid. 


SUMMARY AND CONCLUSIONS 


As regards space, classified columns are more economical than 
ledger for eight or less accounts, but after that the space in- 
creases about seven per cent. for each additional account. The 
classified columns are apparently slightly more economical of 
labor, but this advantage probably decreases as the number of 
accounts increases. In accuracy there does not appear to be any 
great difference. In convenience of results, the columnar book 
is good for small numbers of items and accounts, but for large 
volume of transactions the ledger method is more effective. 

It therefore seems that it is not desirable to use classified 
columns for more than eight or ten accounts without carefully 
considering whether they will be advantageous or otherwise in 
the particular case concerned. 
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EDITORIAL 


The New York Credit Men’s Association 
Uncontrofied? Bulletin in its issue of March 14, 1928, 
presents an article entitled ‘Does the 
bankruptcy law deserve its bad reputation?” by George Lion 
Cohen, a member of the New York bar. There are many inter- 
esting and instructive statements in the article, but the author, 
quite innocently, of course, makes some assertions which will not 
pass the test of strict accuracy. He seems to labor under the 
belief that the accounting profession is a group of men over whom 
there is no control except such amenability to the law as is the 
common lot of every resident of the state. It would have been 
wiser and fairer if the author had taken the trouble to investigate 
before uttering his erroneous dicta. We quote the following 
portion of his paper: 


‘‘ A great deal of the success of the administration of the Bankruptcy law 
and the extension of credit depends upon certified public accountants. 
The profession of certified public accountancy is a comparatively new one. 

‘‘ An examination of the records of the New York state board of regents, 
and their reports for the last ten years, shows that not a single accountant 
has been either disciplined or deprived of a certificate during that period. 
The year book of the New York State Society of Certified Public Account- 
ants, issued in September, 1927, fails to disclose a single case of discipline 
against any member of that organization. 

“It can not be said that all accountants are perfect. We know that 
there are men in the accountancy profession, as in other professions, who 
are not honest, and the creditors must insist that, if accountants treat 
} ngeaes professionally, they develop professional ethics and adhere to 
them. 

‘‘Many crooked bankruptcies are engineered by accountants, some of 
whom are certified. With the exception of prosecution under the criminal 
statutes, it does not seem ible to reach these men. The credit inter- 
ests have a right to demand that the board of regents and the accountants’ 
societies bestir themselves. There should be some way of stigmatizing the 
unethical accountant besides recourse to the penal law.” 


It may be true that the board of regents of the University of 
the State of New York has never revoked a certificate, but 
that is not the matter in which we are at present prima- 
rily interested. The disciplinary powers and acts of organized 
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accountancy concern us now. When the writer of the article 
implies that the New York State Society of Certified Public 
Accountants has not disciplined a member he speaks without 
knowledge. 


Discipline by Account: “and suspended or admonished 
a ee others. Its committee on complaints is 
never averse to thorough investigation of charges made against 
members, and in its files one could probably find record of scores 
of cases in which practitioners have been shown the error of their 
ways and have been induced to reform. Every society which 
has disciplinary powers is called upon to deal with minor offenses, 
often committed in ignorance of their impropriety, which a word 
of counsel or protest will bring to an end. There may be some 
societies of accountants elsewhere which do not pursue actively a 
corrective course, but the New York society has no reason to be 
ashamed of its record. It will be noted that the language used 
by Mr. Cohen is technically correct. The year book of the New 
York State Society issued in 1927 does not mention disciplinary 
action. The inference, drawn partly from the context, is that 
this is the rule. Similar assertions might be made of many of the 
year books of the American Institute of Accountants. Disci- 
plinary action in that organization is taken by a council, most 
frequently at its mid-year meeting, and is not a part of the record 
of the annual meeting. Yet anyone who is at all familiar with 
the facts knows that the Institute is prompt to hear and adjudicate 
charges, and no member can escape punishment who is found 
guilty of misconduct. Perhaps Mr. Cohen has no more knowl- 
edge of the Institute than he has of the state society in New York. 
Apparently this is so, for he says, ‘With the exception of prosecu- 
tion under the criminal statutes it does not seem possible to reach 


these men.” 
’ r If the offenders are members of the 
Bill 1 ons aa Institute or of the New York society— 


the article before us relates primarily, 
of course, to conditions in New York—it is the duty of those who 
have information to impart to the appropriate officers or commit- 
tees of the organization to which the individual defendant be- 
longs. It does no good at all to make general complaints in 
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print. What is wanted is specific detail of supposed misdeeds or 
shortcomings. For example, the author of the article says, 
‘‘Many crooked bankruptcies are engineered by accountants, 
some of whom are certified.” Perhaps Mr. Cohen will assist the 
cause by giving more definite advice. Will he name only a few of 
these many? In the files of this magazine there is a rather com- 
prehensive accumulation of data relative to accountancy, ac- 
countants and accounting, good and bad, but we are unable to 
discover anything in those files which by any stretch of the im- 
agination would justify the word ‘‘many” in such a condemna- 
tion. To be perfectly frank, we have not found a single case of 
crooked bankruptcy engineered by accountants certified or un- 
certified. There are two or three cases reported in which ac- 
countants might have prevented fraudulent bankruptcy. Where 
the accountant was subject to discipline it was administered with 
no light hand. But we can not find any evidence of ‘‘engineer- 
ing’’ a fraudulent bankruptcy. Lawyers must love justice, con- 
sequently we beg Mr. Cohen to supply details. The matter 
which has been quoted from Mr. Cohen’s paper expresses the 
belief that something should be done to stigmatize the unethical 
accountant. It would doubtless edify the author to know that 
nearly all societies of any importance have ethical codes. That of 
the American Institute is more rigorous and restrictive than that 
of any bar association in this country. For instance is there any 
bar association in America which dares to inhibit contingent 
fees? 


Some accountants who read _ these 

a notes may think that it is unnecessary 

to reply to the misinformed or unin- 

formed utterances of one who might have ascertained the truth 
but evidently did not do so. But that is not sound logic. It is 
true that right will prevail in the long run, but it is sometimes 
well to come to its assistance. The magazine in which the article 
appeared is read by a good many people who necessarily come 
into contact with accountants and some of them may place too 
much confidence in the author’s statements. Furthermore, it is 
becoming almost a fad to attack the accountant. Some of the 
cases recently brought into court or at least prepared for court 
have indicated an astonishing belief, or perhaps only a hope, that 
the accountant can be held responsible for the financial health of 
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every company whose books and conditions he has reviewed. 
Some bankers have shown a flattering desire to place upon the 
accountant the full burden of responsibility for the soundness of 
bank loans. Articles blaming the accountant for whatever is 
amiss in the affairs of commerce and industry appear sporadically 
in trade and association publications. And whenever there is 
dissatisfaction it is quite customary to seek out the accountant 
and demand of him why the company did not make more money. 
Because of these things we believe that Mr. Cohen and others 
who make unfounded generalizations about accountants should 
be asked for chapter and verse. Failing that, they should have 
the decency to refrain from the kind of vague allusion which is too 
comprehensive to be resented personally, but sufficiently plausi- 
ble to be injurious. Two or three times recently authors of mis- 
leading statements have been requested to be specific, have been 
unable to produce any proof at all of the crimes which they had 
alleged and have withdrawn their statements—not always, it 
must be admitted, with very good grace, but still they have seen 
the wisdom of recanting. 


It is quite certain that there are many 
accountants who have no business to 
engage in public practice. They lack 
the training, the analytical capacity, the dispassionate mind 
which are essential to proper practice. Sometimes they are 
abominably subservient. But they should not be a yardstick by 
which the profession is measured. The ordinary man of business 
is a reasonably discerning person and he should be able to form 
some opinion of the abilities of an accountant. At all events he 
can look into an accountant’s standing and reputation. He can 
easily find out whether a man is a member of the Institute, a 
certified public accountant, or possesses any other evidence that 
he has been tested and approved by the profession in which he 
claims membership. It is not impossible to make inquiry of an 
accountant’s record. Recommendation by reputable clients 
can always be sought. If the business man would engage his 
accountant as carefully as he engages his family physician, there 
should be little trouble. The devil of it is that so many business 
men fail to recognize the professional nature of accountancy and 
they make arrangements for accounting services very much as 
they would engage a window cleaner. They seem to regard it as 
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of no great importance that the accountant or accounting firm 
shall be the best. Anyone who appears to be fairly respectable 
will do. Some business men—their numbers decrease, however— 
still seem ready to engage an accountant because the accountant 
says that he is worthy and well qualified. Of course, an account- 
ant who admits his superiority to all other accountants is not the 
man whom a discriminating board of directors would select. 
But, then, some boards of directors are not discriminating—some 
are not even alert. And so the unworthy practitioner obtains a 
foothold and when he has bungled his work or has failed to 
exercise the ordinary precautions, another black mark is made 
against accountancy. Then comes the opportunity for some 
author of generalities to get up and tell the world that account- 
ancy is a hollow fraud. He may even feel justified in saying that 
many fraudulent bankruptcies are engineered by accountants. 
When one begins to accuse it is natural to run to excess. 


, Sometimes the accountant is accused— 
pray tte we seem to be on the defensive this 
month, but it is not a usual fault and 
therefore may be forgiven—of doing exactly what he has plainly 
shown that he did not do. There is a tendency to accept the fact 
of certification as evidence that all is well, whereas the facts may 
be directly otherwise. It seems to make no difference what the 
accountant says in his certificate. Some readers simply will not 
understand. They appear to shut their eyes to everything except 
the name at the end of the certificate. If the name is known all’s 
right with the world. It matters not at all that the accountant 
may have disclaimed all responsibility for anything more than 
clerical accuracy—although many accountants reject engage- 
ments where nothing more than check of bookkeeping entries is 
required. The reader will not pay any attention to what the 
certificate contains. If such a reader loses by failure to read 
what is written for him to read, no one can feel much sympathy 
with him. This point is emphasized in the latest edition of 
Poor's Ratings (1928). Under the heading ‘Good faith” 
appears the following comment, which is in pleasant contrast to 
some of the ill-considered claptrap with which one is occasionally 
regaled. 


“It must frankly be admitted that the analyst of the operations of 
practically any corporation is absolutely at the mercy of the management, 
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or officers, so far as concerns the matter of good faith in the presentation of 
the figures showing the operations and standing of the corporation. It is 
fortunate for the investor that banking houses which undertake the mar- 
keting of securities, either bonds or stock, for a corporation, as a rule 
reserve to themselves the right of access to the books of the corporation in 
order that they may be satisfied that the reports issued are in good faith. 
Beyond this privilege of examination by the bankers who have marketed 
the securities and who represent the investor, the investor has in many 
cases the additional safeguard of a report by some reputable firm of certi- 
fied accountants following their examination of the books. 


“The extent to which such a report safeguards the investor depends 
upon the extent to which the accountants delve into the business of the 
company and before the certification of an accountant is accepted as an 
assurance that an outside investigation of the company’s affairs has been 
made with satisfactory results, the investor should note carefully the word- 
ing of the certificate made by the accountant. In many cases an imposing 
looking certificate, when analyzed, will be found to indicate merely that the 
accountants have gone over the books and have found that they balance 
correctly. Such a certificate is obviously of much less value than one 
which involves a careful study of such items as depreciation, inventory, and 
additions to capital assets. 


‘‘No year passes but sees bankruptcy and receiverships of corporations 
whose recent income accounts and balance sheets had appeared, upon their 
face, fairly satisfactory. The disclosure of the affairs of such companies 
often reveals an entire lack of good faith in that profits have been credited 
which have never existed and items of assets have been unduly inflated, 
while, on the other hand, important items of liabilities may have been 
manipulated or concealed. In rare instances, the real condition of such 
companies has been either not known to, or not appreciated by, some of the 
directors themselves. Against such lack of good faith, which usually 
amounts to moral, if not legal, dishonesty, there is very little protection in a 
mere analysis of the figures rendered in the companies’ reports. These 
must be judged in the light of trade conditions and other factors influencing 
the business of the corporation. Absolute dishonesty along these lines is, 
however, very difficult to contend with and in some cases is impossible to 
detect, untilit istoolate. The fact that the ibility of falsifying figures 
by a corporation does exist must be admitted, also the fact that the figures 
rendered by a company must be recognized as official and used as the basis 
of analysis must be borne in mind by all users of this volume. It is the 
purpose of our organization to check the actual figures by all means 
wherever available, but there are instances when figures can be actually 
falsified without arousing suspicion, and such instances, while not likely to 
cover one in a thousand of rated securities, may occur without involving 
any responsibility for errors or mistaken judgment on the part of this 


organization. .. . 


Supplementing what is written in these 
excerpts it may be said that the extent 
to which accountants ‘‘delve into the 
business of the company” depends upon the company in the first 
place, but in the second place upon the credit grantor and the 
investing public. There are companies so parsimonious in their 
policies that the directors will cut down to the least possible 
dimensions the scope of an investigation. They do not wish to 
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spend for professional services one cent more than will enable ei 
them to pass muster. They care nothing about the principle of 
openness. All they need is a certificate which will be sufficient ' 
to satisfy the underwriters. What such companies—and there Wl 
are many of them—need is a firm demand by the investment H 
banker that the whole story shall be told after a full and searching ' 
investigation by a reputable accountant. If the investment a 
banker will not insist upon complete information the investing i 
public should decline to invest in the securities of companies if 
which are not subjected to thorough audit. At present the a 
public does not always know enough to distinguish true from a 
ostensible frankness, but every year there is better knowledge a 
than in the year before, and so, in time to come, it will be found Hi 
that the extent to which statements of condition have been i 
impartially and competently verified will affect the response of 
the potential buyer of securities. That will be near Utopia. { 


; : One of the most interesting of the many q 
published corporation reports is that 
of the North American Company, a | 

holding company which owns or controls public-utility enter- # 
prises in the midwest and on the Pacific coast and is one of the i 
largest concerns of its kind in the country. The point to which 4 
attention is chiefly directed is the policy of the company with 
reference to the payment of dividends on common stock. For if 


| several years it has been the unbroken custom to make payment q 
to shareholders in additional common stock and no cash dividends q 

have been paid except to owners of preferred stock. There has 4 


been a good deal of criticism of this plan of distributing earnings 4 
and not a little doubt has been expressed as to the soundness of a 
the scheme and to the possibility of continuing to follow the same a 
principle year after year. At first it appears that sooner or later 1 
the whole structure must come tumbling down or at least the a 
value of shares must be greatly reduced. How is it possible, say a 
the critics, to add constantly to the capital liability without a 
bringing about an over-weighted condition. Take, for example, q 
figures given in the report for 1927, which was published a few ; 
days ago. We find that the directors had pursued in that year 
the policy of stock distribution to common shareholders at a 
quarterly rate of 2%% of their holdings. At the end of the a 
year there was outstanding a total of $45,148,630 in common a 
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stock without par value (computed apparently arbitrarily at $10 
a share) compared with $40,913,220 at the end of 1926. The 
increase was due entirely to the distribution to each common 
stockholder of 10% of his holdings. Net earnings after deprecia- 
tion, preferred dividend and all other obligations amounted to 
$4.06 a share on the average number of common shares outstand- 
ing during the year, or $3.86 a share on the common stock out- 
standing at the close of the year. If the payment of 10% divi- 
dends on the common stock had been made in cash on a basis of 
a nominal par of $10 only one dollar a share would have been 
paid and there would remain a balance of $3.06 a share to be 
carried to surplus account. But the market values of the shares 
ranged from $50 to $60 during the year and accordingly the 
payments to shareholders represented five or six dollars in market 
values. We have then the paradox of a company earning $4.06 
a share, paying, let us say, in round figures $5.50 a share and at 
the same time investing largely in new properties bought out of 
surplus, and yet showing at the end of the year a greater equity 
for each share than at the beginning of the year. This is one of 
the most extraordinary developments of corporate fiscal policy 
which has ever been known. There is of course an explanation 
for every paradox. In the present instance so long as the com- 
pany feels justified in increasing the number of shares outstanding 
at a rate of progression higher than the percentage of actual 
earnings to market price per share, the phenomenon doubtless 
will continue. As a matter of fact, like Monsieur Jourdain, 
corporations may have been doing the same thing for years 
without knowing it. In how many cases, one wonders, would it 
be found that the sum of the cash dividends paid plus the market 
value of rights given to shareholders, and cheerfully converted 
into cash, exceeded the actual earnings per share shown by the 
growing corporations of our day which follow the more conven- 
tional method of increasing their capital? In a report of the 
company for 1926 occurs the following paragraph: 


‘‘ Dividends on the common stock of your company are paid quarterly in 
common stock, cash which would otherwise be distributed being reinvested 
in the growing equities of the subsidiaries. This dividend policy is in 
effect a combination of cash dividends and subscription rights, with the 
advantage of greater convenience to stockholders because of the issuance 
of stock in small amounts at frequent intervals. The preferred and com- 
mon stocks are listed on the New York stock exchange, and the London 
and Amsterdam stock exchanges have granted permission to deal in the 
common stock. Any stockholder desiring to convert his dividend stock 
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into cash may do so through his own broker or local bank. For the con- 
venience of stockholders who do not have such facilities, your company 
will, upon request, arrange for the sale of their dividend stock.” 


io tit This in brief explains the present policy 
Expedient of the company and much as it seems to 
conflict with ordinary experience the 
practice seems to be safe and sane—at least for the North Ameri- 
can Company. The public-utility field is almost unique. The 
great holding companies operating in this field have been and are 
now increasing in scope and activities almost every year. There 
is a distinct trend toward consolidation or absorption for the pur- 
pose of economy and as a result the larger companies are con- 
stantly acquiring smaller companies or making initial ventures in 
undeveloped areas. While this holds true there is need for greater 
and greater capital and that capital should be secured at the most 
advantageous rates. The North American Company in its plan 
of stock-dividend payment is in effect giving subscription rights 
at less than market value and the shareholder has no cause to 
complain. If the conditions continue as at present an investor 
who does not sell his stock allotments will double his money— 
perhaps it is more accurate to say the market value of his securi- 
ties—in about seven years. Meanwhile the company is spared 
the necessity of going into the open market to float new securities 
to permit the acquisition of new properties or to extend the old. 
Every stockholder becomes a sort of involuntary underwriter. 
Everybody is happy—company and shareholder profit by the 
system and no one is injured. It is altogether off the beaten 
track, this plan of the North American Company and its impor- 
tance to all companies operating in the same field is tremendous. 
There have been similar ventures on a small scale or for limited 
periods, but this company’s steadfast adherence to the policy is 
quite the most noteworthy in the history of financing. One may 
scoff as he will at the supposed fallacy of multiplying shares, but 
on the record the plan has succeeded and apparently will succeed 
until the time comes when there will be less need for new capital 
or the public-utility business stands still. Then it will be a dif- 
ferent story. Obviously it will not do then to augment the num- 
ber of shares outstanding without reducing the dividend rate. 
When that time comes the plan must be changed. It seems there- 
fore that the best that can be said of the plan is that it has worked 
admirably so far. The worst, that it is adapted only to a limited 
range and to a particular time. 
369 
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: In the course of comments by the presi- 
Service and invest- dent of the North American Company 
embodied in the report for 1927, there 

is, however, one sentence which applies almost equally to all com- 
panies whether in the field of public utility or elsewhere. He 
says: “Service and investment are becoming more and more 
closely associated in the minds of the public served by our com- 
panies.” Every leader of industry, every modern banker, every 
financier begins to realize the truth of this statement. It sounds 
like an axiom and yet it is not so well settled a principle that it 
can be so classified. Not many years ago it was the desire of 
many men at the head of affairs to serve the public as little as 
possible and to restrict investment so as to prevent unseemly par- 
ticipation in the prosperity of lucrative businesses. Then came 
the era of legislative interference with many trade practices which 
had enriched the few without benefiting the many. The pendu- 
lum swung to the other extreme and no one even in legitimate 
business felt safe. Now we have come back to a fair mean, and 
properly conducted business has no cause to fear serious obstruc- 
tion. A few wild-eyed politicians may declaim; a disciple of Karl 
Marx or of some other prophet of the impractical may deliver 
himself of subversive thoughts in congress or out of it, but that is 
all. Business feels safe. But far-seeing men of affairs have 
learned something from the annals of the past and now they seek 
by every right means to increase the number of shareholders and 
if necessary to decrease the average holdings. The purpose in 
view is perfectly simple and perfectly honorable. As an illustra- 
tion we may point to the effort a few years ago of the American 
Telephone & Telegraph Company to induce every user of the 
services of the company to become a shareholder. The intent was 
not to bring in additional capital, but to distribute the ownership 
as widely as possible, on the theory that the greater the number of 
owners the less would be the number of adverse critics and irre- 
sponsible destructionists. In a district where everyone owns his 
home one does not hear much talk about communism. Where 
everyone owns a bit of land there is no room for the proponent of 
single-tax. So where most of the people own a few shares in the 
telephone company there is not much agitation against that 
company. It is an economic development contemporary with the 
effort to give labor a capital interest in the product of labor. 
Where every worker is also an owner strikes and unrest are infre- 
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quent. All this belongs in the new age of which we talk so much 
and think so little. Joint ownership is becoming so common that 
we are apt to forget how new it is and how rare it was even in the 
days which some of the greybeards among us can remember. 
Service and investment are indeed becoming closely associated in 
the minds of the public—and that to the advantage of all. 


A correspondent in Brazil who has read 
some of the answers to examination 
questions published in a recent issue of 
THE JOURNAL OF ACCOUNTANCY reports a new method of rectify- 
ing mistakes. 


The Price of 
Error 


“Johnny Squaredeal was a candidate for examination of juniors in one 
of our local banks. I was the head of the board of examiners. In one of 
the questions—computation of interest—he made an error amounting to 
five cents. At night our hero revised his calculations and discovered the 
cat. (‘Cat’ isthe professional yoo for mistake in Brazil.) The ern 
morning I received his letter of apology for the error, enclosing the sum 
five cents to cover the loss entailed by the mistake he had made.” 


The idea of Johnny Squaredeal has merit. Some of the mistakes 
made by applicants for admission to the American Institute of 
Accountants might be set right on the same principle. Here is a 
way to transmute the deficit of the board of examiners into some- 
thing well worth while. 
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Income-tax Department 
EDITED BY STEPHEN G. Rusk 


In the case of Trust Company of Georgia v. J. T. Rose, collector, the district 
court of the United States for the northern district of Georgia held that a 
member of a syndicate receiving stock in a new corporation organized by the 
syndicate to take over an existing corporation is not taxable on the difference 
between the cost of the new stock to the member and the price at which stock 
of the same class and character was sold to the public. 

This case arose out of the reorganization of the Coca Cola Company of 
Georgia. The new company, a Delaware corporation, acquired all the assets 
of the old company for 10,000 shares of preferred stock of the new company at 
$100 per share and $15,000,000 in cash. The new company obtained the cash 
by the sale of 83,000 shares to the Bankers Syndicate at $5 per share and 417,000 
shares to a selling syndicate at $35 per share. The member of the syndicate 
(Trust Company of Georgia, plaintiff in this action) retained out of the 83,000 
shares 13,677 shares for which it paid $5 per share but under the syndicate 
agreement this stock was tied up in a voting trust for five years. The selling 
syndicate sold the stock it took to the public at $40 per share. Apparently the 
treasury sought to tax the trust company in the year in which this transaction 
occurred, 1919, on the difference between the subscription price of $5 and the 
selling price of $40. The district court held that no taxable profit arose until 
the trust company sold the stock. The principal interest in the decision lies in 
the court’s conclusions of law from which the following is quoted: 

“The constitution permits unapportioned taxation of incomes derived 
from any source. Yet the thing made taxable is not mere increment of 
value, but either some new property acquired or increment so detached and 
severed from a former investment as to accrue to the separate benefit and 
enjoyment of the taxpayer. To be income, it must ‘come in’; to be de- 
rived, it must be se rated, taken ‘from the stream,’ as the two com- 
pounded Latin words signify. The compensation of labor or services is 
such new property acquired. Interest, rent, profits on sales, dividends on 
corporate stocks are instances of severed increment on former investments. 
All the things mentioned are sought to be taxed in seetion 213 of the 
revenue act of 1918. The question here is, was there any form of taxable 
gain realized by the trust company in 1919 in its acquirement of these 
13,677 shares of common stock of the new company at $5 per share? Any 
gain in the transaction can not be considered as in whole or in part ‘com- 
pensation for personal services.’ What is meant by these words is plainly 
services to another for which the taxpayer is paid by that other. No one 
here hired the trust company to do anything. __It was the prime mover in 
all that was done. Its president, Mr. Woodruff, was compensated by the 
bankers’ syndicate for his services by making over to him certain shares of 
stock; but the trust company paid or all it got just what the others, in- 
cluding its own stockholders, paid for what they severally got. Trading, 
investment, rather than services, were the source of the gain.” 


There is a fine distinction here. No one, we think, will question that the 
profit derived by the trust company, which was a member of the Selling Syndi- 
cate as well as of the Bankers’ Syndicate, consisted of, first, the actual cash profit 
resulting from its participation in the Selling Syndicate and, second, its profit 
as a member of the Bankers’ Syndicate. According to the facts in the case it 
accounted for its profit of $5 per share on its participation as a member of the 
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Selling Syndicate, presumably in 1919, but the court apparently held that its 
profit as a member of the Bankers’ Syndicate was not in the nature of compen- 
sation for services rendered in the reorganization, but in the nature of profit on 
an investment, a conclusion rather difficult for the layman to reach. On the 
other hand, the layman will not quarrel with the decision when consideration is 
given to the fact that the stock in question was tied up for five years in a pool 
and for that reason had no real market value until the termination of the pool- 
ing agreement. 
SUMMARY OF RECENT RULINGS 


Held, that 25% of the 1922 profits from a business taxed to the husband, 
never passed nor was intended to pass to him and that the board of tax appeals 
erred in holding that for the purpose of federal taxation, the husband should be 
considered the owner of all the assets of a business under an agreement between 
a husband and wife, both residents of Massachusetts, neither clearly defined 
nor carried into legal results even to the extent covered by their loose under- 
standing, to transfer 75% of a business owned by the wife to the husband, such 
agreement being a nullity under Massachusetts law. (U.S. circuit court of ap- 
peals, first circuit, Ashton Hamilton v. Commissioner of internal revenue.) 

Rents from mining properties received in accordance with the terms of a 
testamentary trust by which the rents due an estate under an agreement en- 
tered into prior to March 1, 1913, demising to another all the coal in place in 
consideration of monthly rents, were to be paid to designated beneficiaries, 
consist of a return of capital representing coal in place and taxable income an 
are not proceeds from the sale of assets by the ania, (U. S. circuit court of 
appeals, third circuit, Kate W. Rosenberger v. Blakely D. McCaughn, collector.) 

nterest is collectable, under sec. 250 (b), act of 1921, upon a tax shown to be 
due upon an amended return, paid voluntarily and without assessment before 
examination and audit of the taxpayer’s return by the commissioner. (U. S. 
circuit court of appeals, second circuit, Union Pacific Railroad Company v. 
Frank K. Bowers.) 

A domestic corporation is subject to the tax imposed by the act of 1918 upon 
income derived from the purchase of articles within the United States and the 
exportation of such articles to countries foreign to the United States, such tax 
not being unconstitutional (1) as discriminatory because Porto Rico and Philip- 
pine Island corporations doing a similar business are not subject to the tax 
under the same act, nor (2) as a burden upon its export business. (U. S. dis- 
= =" S. D. New York, Neuss Hesslein & Co., Inc., v. William H. Edwards, 

ctor. 

Action upon claims of the United States for 1918 taxes was postponed until a 
a, and evidence of an assessment claimed to have been made were pro- 

uced. 

The government has six years for collection of 1919 taxes, assessed March 5, 
1925, within the period of the statute of limitations on assessments. 

Refund of taxes paid upon a consolidated return for 1920 upon the com- 
missioner’s determination that each subsidiary should have made its own 
return should be allocated to the subsidiaries in the proportions respectively in 
which they contributed to the tax, and should not be applied against the liabil- 
ity of one of the subsidiaries which had the least assets and against which the 
pennant had asserted the largest claim. (U. S. district court, E. D. 

entucky, The West Virginia Rail Company v. Jewett Bigelow & Brooks Coal 
Company, et al.) 

Income derived in 1918 and 1919 from a business conducted as an individual 
prior to incorporation in 1919 upon which a taxpayer elected to be taxed as 
corporate income under sec. 330, act of 1918, may not be included in determin- 
ing the 15 per cent. limitation upon deductions for charitable contributions. 
(U.S. ~, ae court, S. D. New York, Reuben Sadowsky v. Charles W. Anderson, 
collector. 
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Institute Examination in Law 
By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of the 
Anerican Institute of Accountants at the examinations of November, 1927, 
have been prepared at the request of THE JoURNAL OF ACCOUNTANCY. These 
answers have not been reviewed by the board of examiners and are in no way 
official. They represent merely the personal opinions of the author.— Editor, 
THE JOURNAL OF ACCOUNTANCY.] 


EXAMINATION IN COMMERCIAL LAW 
NOVEMBER 18, 1927, 9 A. M. To 12:30 P. M. 


Answer no more than ten questions as directed 
Give reasons for all answers 


NEGOTIABLE INSTRUMENTS 


Answer three questions 
No. 1. 
Boston, Mass. 
anuary 2, 1927. 
Ninety days after date I promise to pay to the order of X. Y. five hundred 
dollars with interest. 
(Signed) John Doe 
by A. B. 
Attorney-in-fact. 
Endorsed in blank “without recourse,’’ X. Y. 


The above note _— in due course to William Smith. The note being unpaid 
at maturity Smith sues. John Doe is not liable as maker because A. 

had no authority to sign as agent or attorney-in-fact. X. Y. interposes the de- 
fense that he is not liable as he endorsed “without recourse.” Is such defense 


good? 
Answer: 

The negotiable-instruments act provides that every person negotiating an 
instrument by qualified endorsement warrants that the instrument is genuine 
and in all respects what it purports to be. It would appear that this instru- 
ment is not what it purports to be in that it is not signed by John Doe through 
an attorney who had authority to sign, so that X. Y. could be held on the war- 
ranty even though he endorsed “ without recourse.’’ It appears, therefore, that 
the defense is not good. The writer, however, has found no decisions precisely 
in point under the negotiable-instruments act. 


No. 2. On December 1, 1910, A gives to B the following instrument: 
January 30, 1911, after date I promise to pay to B four hundred dollars at 25 
Broad St., New York, N. Y. 
(Signed) A. 


B endorsed the instrument to X before maturity for value. A, the maker, 
did not pay on the due date and defended suit by X on the ground of lack of con- 
sideration. Could X recover? 


374 


Institute Examination in Law 


Answer: 

X could not recover if there was noconsideration. The note is not negotiable 
because not payable to order or to bearer. Therefore X is only an assignee and 
the defense of lack of consideration may be made as it might against B. 


No. 3. Jones, a farmer, owed Smith a sum of money for feed and seeds pur- 

. Jones, together with his wife, gave a promissory note to Smith for the 
amount of the debt. In a suit by Smith, the note having been dishonored at 
maturity, Mrs. Jones defended on the ground that as she was not liable for the 
goods, the note was without consideration as to her. Was the defense good? 


Answer: 

In jurisdictions where the disability of a wife to become an accommodation 
party to a note given by the husband for his debt has been removed by statute 
the wife would be liable as an accommodation party in spite of the fact that the 
note was without consideration as to her. Under the negotiable-instruments 
law Smith would be a holder for value, and an accommodation party is under 
that law made liable to such a party even though the holder for value knew the 
accommodation party to be such at the time he took the instrument. 


No.4. By whom must payment of a negotiable instrument be made in order 
to extinguish it? 
Answer: 

The negotiable-instruments law provides that a negotiabl einstrument is dis- 
charged by payment in due course by or on behalf of the principal debtor, or by 
payment in due course by the party accommodated, where the instrument is 
made or accepted for accommodation. 


CONTRACTS 
Answer two questions 


No.5. A hires an automobile from the Drive-Yur-Self Auto Co. at $1.00 an 
hour. Through no fault of A the car is damaged in collision with B. Is A 
liable to the renting corporation? Is B liable to A or to the corporation? 


Answer: ' 

A is not liable to the renting corporation. A bailee is not liable for damage to 
the object of bailment unless he has been negligent. It can not be told from the 
question whether B is liable to A or to the corporation, because there is no state- 
ment as to whether or not B is negligent. 


No.6. Doran, by a written contract, agreed to sell to Best 200 drums of acid 
of certain specifications, at the rate of 2 drums per diem, title to pass upon de- 
livery. After delivery the acid was to be sampled and tested and the price fixed 
according to daily market quotations. Best sold his business, including the 
contract with Doran, to Trimble, but Doran refused to make deliveries to 
Trimble who thereupon sued Doran for damages. Is Doran liable? 


Answer: 

This contract is sufficiently certain to be valid since a means is provided for 
fixing the contract price by reference to the market price. The contract right 
to receive the acid is assignable and Doran is liable to Trimble for breach of the 
contract. As the damages would ordinarily be the difference between the con- 
tract price and market price and they are the same in this case, it is hard to see 
how any damages could be recovered. 
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No. 7. What are general damages and 
of contract of sale? 


Answer: 

General damages recoverable by the buyer for breach of a contract of sale if 
the price has not been paid is the market value of the subject matter less the 
price agreed to be paid, and if the price has been paid in advance its market 
value, because by reasonable diligence the subject matter may be obtained by 
the buyer in the market at its market value. 

Whee the contract is for the sale of a commodity or article which can not be 
obtained in the general market, a different rule is applied. In such case the 
buyer can recover special damages which are based on the value of the article to 
the buyer. Where material or supplies are purchased by the buyer to be used 
for the purpose of running his manufacturing plant, and such fact is known to 
the seller, and on account of the non-delivery the buyer is unable to run his 
plant, the value of the use of the plant while it necessarily remains idle has been 
held recoverable as special damages. If the seller has knowledge that the pur- 
chase is made by the buyer to enable him to fill contracts of resale with third 
persons, the loss of profits on the resale because of the seller’s failure to deliver 
is recoverable by the buyer as special damages. 


CORPORATIONS 
Answer both questions 


No. 8. A banking corporation had a charter giving its board of directors 
power to alter or to amend its by-laws. One by-law provided that no interest 
should be paid on certificates of deposit payable on demand. Interest was, 
however, paid upon such a certificate to X, whom the bank later sued for return 
of interest. X proved at the trial that he had obtained the written consent of a 
majority of the directors, one at a time, to such payment. What, in your 
opinion, should the trial judge have decided? 


Answer: 

If X had notice of the by-law the bank could recover. The by-laws could 
only be amended by the board of directors in meeting. The directors are 
elected to meet and confer and to act after an opportunity for an interchange of 
ideas. For this reason the independent consent of all directors does not take 
the place of action at a meeting. 


No.9. Forthe aapeee of financing a proposed new corporation, what would 
be the advantage, from the viewpoint of the corporation, of issuing 6 per cent. 
cumulative prefered stock (redeemable), instead of 6 per cent. twenty-year 
go nds 


Answer: 

In the absence of fraud if the directors do not believe that the corporation has 
made a sufficient amount to justify paying dividends on the cumulative pre- 
ferred stock, the dividends may be omitted, the only penalty ordinarily being 
that there can be no dividends on the common stock until back dividends on the 
preferred stock have been paid (but ordinarily these deferred dividends do not 
bear any interest). If the rate of interest should fall and the corporation not 
wish to pay the 6 per cent., itcan redeem the preferred stock. If the interest on 
the bonds is not paid this constitutes an indebtedness from the corporation to 
the bondholders. The bondholders can ordinarily foreclose on any property 
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securing the bonds and can take any other steps to collect that creditors could. 
The bonds can not be redeemed after they run for twenty years, so that if the 
interest rate falls the corporation can not be relieved. 


PARTNERSHIP 


Answer one question 

No. 10. Define dormant partner, limited partnership, general partner, 
trading partnership, ostensible partner. 
Answer: 

A dormant partner is one whose connection with the parnership business is 
concealed and who does not take any active part in it. Such a partner is held 
responsible to third persons although he may not be so chargeable to the other 
partners. Alimited partnership is one formed under a statute permitting an in- 
dividual to contribute a specified sum to the capital of a firm and then limiting 
his liability for losses to that amount on the parties complying with certain es- 
tablished requirements. A general partner is one whose liability is at common 
law unlimited. It is usually required by statutes creating special or limited part- 
nerships that there must be at least one general partner. A trading partnership 
is one whose business according to the usual mode of conducting it imports, in 
its nature, the necessity of buying and selling. A person who is held out to the 
public asa partner, though not actually a partner, is held liable as a partner and 
is known as an ostensible partner. 


No. 11. A partner without consent of any of the other partners executed and 
delivered a mortgage on firm real estate using the proceeds to pay certain firm 
debts. Was the mortgage binding? 


Answer: 

This question does not state in whom the legal title to the firm real estate was 
vested and for the purpose of answering the question we shall assume that title 
was in the partner who executed the mortgage. If the mortgagee did not know 
of the equitable rights of the other partners to the realty either by actual knowl- 
edge or by the record, the mortgage is valid. 


FEDERAL INCOME TAX 
Answer question No. 12 and one other 


No. 12. The copartnership of Jones & Smith was declared bankrupt, and 
copartnership assets were administered by a duly elected trustee. Just prior to 
distribution of the final dividend to creditors, the internal-revenue department 
filed proofs of claim against the individual partners for unpaid income tax for 
prior years, claiming rights to priority of payment under the income-tax-law 
provision that the bankruptcy court shall order payment of all taxes legally due 
and owing by the bankrupt to the United States before payment of dividends to 
creditors. Could the revenue department succeed in its claim? 


Answer: 

In proceedings in bankruptcy against a partnership, the partnership assets 
must first be applied to the payment of the partnership debts, and the United 
States is not entitled to any priority of payment out of such assets for a tax due 
it from an individual partner except to the extent of the share of such partner, 
if any, in the surplus remaining after the payment of the partnership debts. 
The bureau of internal revenue therefore could not succeed in its claim. 
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No. 13. Under the 1926 revenue act, are affiliated corporations required to 
file consolidated returns? Summarize the provisions of the 1926 act as to re- 
turns by affiliated corporations. 

Answer: 

Under the revenue act of 1926 affiliated corporations may make consolidated 
returns but are not required to do so. If a return is made on any basis, all re- 
turns thereafter made shall be upon the same basis unless permission to change 
is granted by the commissioner. For provisions relating to returns by affiliated 
corporations see section 240. 


No. 14. You are employed as accountant and auditor for a corporation 
about to engage in an extensive retail business, which will, necessarily, extend 
credit to a large number of customers. Under the income-tax law, in what way 
could you treat bad debts? 


Answer: 

Instead of charging off particular debts as they are ascertained to be worth- 
less, a reasonable addition may be made each year to a reserve for bad debts 
upon obtaining permission from the commissioner. In the case of a corpora- 
tion engaging in extensive retail business that would be the best way to treat 
the item. 
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AMERICAN INSTITUTE EXAMINATIONS 


(Notg.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editors 


of the Students’ Department.) 

EXAMINATION IN ACCOUNTING THEORY AND PRaAcTICE—Part II (continued) 
November 18, 1927, 1 P. M. to6 P. M. 

No. 5 (20 points): 

A, B, C and D form a syndicate for the purchase of coal mines owned by A, 
for the purpose of selling them to a new corporation, The Northern Coal 
Company. 

This corporation is formed with a stock capital of $2,250,000, composed of 
20,000 seven per cent. preferred shares of $100.each and 2,500 shares of common 
stock of $100 each. 

The subscribers pay cash in full for 3,500 preferred shares, B paying for 1,500 
shares, C for 1,000 shares and D for 1,000 shares. The remaining 16,500 pre- 
ferred!shares and ‘also the 2,500 shares of common stock are to be by 
the company to A as the purchase price of the properties. 

The agreement made by the members of the syndicate among themselves is 
that A is to keep 3,000 preferred shares as the actual price of the a 
that he is to transfer, as gifts to B, C and D, one preferred share for each share 
paid for by them and to donate to the corporation 10,000 preferred shares which 
are to be sold and the proceeds credited to surplus account. He is, further, to 
donate to the syndicate the 2,500 shares of common stock which he received. 

A market is to be made for this common stock, and when it is sold the net 
proceeds are to be divided, as promotion profits, among all the members of the 
syndicate in proportion to their final holdings of preferred stock. 

The common stock realized an average net price of $90 per share. The 
preferred shares, donated to the company, realized an average net price of $102 
per share. 

Prepare the accounts of the syndicate, showing the distribution of profit on 
the sale of the common stock; and prepare the balance-sheet of the corporation 
after the sale of the donated stock. 


Solution: 
The proportions in which A, B, C and D will share in the promotion profits 
are determined . 3 follows: 
Preferred shares held Final holdings of mem- 
bers of syndicate 
Paid for Paid for Donated No. of Per 


in cash in property by A shares cent 
1,500 1,500 3,000 30 
1,000 1,000 2,000 20 
Total of members of 
syndicate....... 3,500 16,500 10,000* 10,000 100 
Corporation. ..... 10,000 
3,500 16,500 
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Since the entire proceeds from the sale of the 2,500 shares of common stock 
will be divided among the members of the syndicate, their shares will be as 
follows: 

Proceeds from sales of common stock: 


2,500 shares at $90.00 (average price)............... $225,000.00 
Distributed as follows: 
$67,500.00 
45,000.00 
45,000.00 
$225,000. 00 


It makes no difference at what amount the 2,500 shares are taken up in the 
accounts of the syndicate; in this solution they are taken up at the nominal 
amount of $1.00 for the entire 2,500 shares. The entries in the accounts of the 
syndicate may be expressed in journal-entry form as follows: 


(1) 
Common stock of The Northern Coal Company... . 
To take up at the nominal value of $1.00 the 
2,500 shares of common stock of The Northern 
Coal Company donated to the syndicate by A. 


(2) 


$1.00 
$1.00 


$225,000. 00 
$224,999.00 
1.00 


Syndicate profit and loss..................... 
Common stock of The Northern Coal Company. . 

To record the sale, at an average price of $90 
per share, of the 2,500 shares of common stock of 
The Northern Coal Company. 


$224,999.00 
1.00 
$67,500.00 
67,500.00 
45,000.00 
45,000.00 


Syndicate profit and loss....................... 


To credit members of the syndicate with their 
shares of the proceeds from sale of common stock 
of The Northern Coal Company. 


To record distribution of cash received from 
sale of common stock of The Northern Coal 
Company. 
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$67,500.00 
67,500.00 
45,000. 00 
45,000.00 
$225,000.00 
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(3) 
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The accounts of the syndicate would be as follows: 
Accounts of syndicate 


Common stock of The Northern Coal Company 


Date (1) $1.00 Date (2) $1.00 
Syndicate profit and loss 
Date (3) 224,999.00 Date (2) 224,999.00 
Syndicate capital 

Date (3) 1.00 Date (1) 1.00 
A 

Date (4) 67,500.00 Date (3) 67,500.00 
B 

Date (4) 67,500.00 Date (3) 67,500.00 
Cc 

Date (4) 45,000.00 Date (3) 45,000.00 
D 

Date (4) 45,000. 00 Date (3) 45,000.00 
Cash 

Date (2) 225,000.00 Date (4) 225,000.00 


The journal entries on books of The Northern Coal Company to record the 
various transactions will be as follows: 


(1) 
Unissued capital stock—7% preferred......... $2,000,000. 00 
Unissued capital stock—common............. 250,000.00 
Authorized capital stock—7% preferred... . . . $2,000,000. 00 
Authorized capital stock—common......... 250,000. 00 
To record authorized amounts of capital 
stock: 
7% preferred—20,000 shares 
$2,000,000 . 00 
Common—2,500 shares of 


Subscribers—7% preferred stock. ............ $2,000,000. 00 
Subscribers—common stock................. 250,000.00 
Capital stock—7% preferred, subscribed... . . $2,000,000. 00 
Capital stock—common, subscribed......... 250,000.00 
To record subscriptions to the entire author- 
ized amounts of preferred and common capital 


stock. 
(3) 
Subscribers—7 % preferred stock............ $2,000,000 . 00 
Subscribers—common stock............... 250,000.00 


To record receipt of cash and property in 
payment of subscriptions to capital stock. 
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(4) 
Capital stock—7% preferred, subscribed...... $2,000,000. 00 
Capital stock—common, subscribed.......... 250,000.00 
Unissued capital stock—preferred.......... $2,000,000. 00 
Unissued capital stock—common........... 250,000.00 


To record issue of shares of capital stock 


as follows: 
Common Preferred 


Subscriber stock stock 
$250,000.00 $1,650,000. 00 
150,000.00 
100,000 .00 
100,000.00 
$250,000.00 $2,000,000. 00 
(S) 
To record receipt from A, as a donation, of 
10,000 shares of preferred stock. 
(6) 
Premium on treasury stock sold............ 20,000.00 


To record sale, at an average net price of 
$102 per share, of the 10,000 shares of pre- 
ferred stock received as a donation from A. 


THE NORTHERN COAL CoMPANY 


Balance-sheet 


(date) 
Assets 
Liabilities and net worth 
Net worth: 


Capital stock: 
7% preferred—authorized and outstanding. $2,000,000.00 
Common—authorized and outstanding... . . 250,000.00 


$2,250,000. 00 
$3,270,000. 00 


Students’ Department 
CONSIGNMENT PROBLEM 
The trial balance of John Walling as at December 31, 1925, was as follows: 


Accounts receivable... 172,133.19 
Inventory, January 1, 1925.............. 172,168.94 
Furniture and fixtures.................. 5,281.72. 
ohn Walling, capital................... 116,235 .08 
743,291.87 
21,432.83 
Insurance on merchandise............... 8,435.62 
27,481.63 
Telephone and telegraph................ 1,034.62 


$1,312,222.07 —$1,312,222.07 


On January 1, 1925, there was included in the accounts receivable $58,143.25, 
representing the pro forma billing price of merchandise on consignment in 
hands of consignees. 

During the year $39,432.12 had been charged to accounts receivable and 
credited to sales for pro forma billing J own of merchandise consigned outward. 

Accounts sales had been received during the year showing that $102,113.19 
of gross sales had been made, the net proceeds from which had been $95,132.18. 
The accounts sales showed that $18,143.32 at pro forma —— prices of con- 
signed merchandise remained unsold at December 31, 1925, all of which had 
been billed during the current year. No record of the accounts sales had been 
made on the financial books. Drafts had been drawn on consignees and col- 
lected for $86,137.43. The collections had been credited to accounts receivable. 

During the preceding year the pro forma billing price at which merchandise on 
consignment outward had been invoiced was 25 per cent. above cost; during the 
current year the pro forma billing price at which merchandise on consignment 
outward had been invoiced was 30 per cent. above cost. 

At the end of the preceding year there had been included in the inventory 
$42,136.50 representing the market value of merchandise on consignment 
inward. This amount was offset by an amount in accounts payable of 
$65,138.40, representing the original pro forma billing price of this merchandise. 

During the year merchandise had been received from consignors at pro forma 
billing prices of $312,145.67. This merchandise had been charged to purchases 
and credited to accounts payable. During the year all ments made for 
oe cartage, insurance and telephone and telegraph on If of consi 
had been charged to expense accounts. The expense accounts so cha: ,and 
the amounts, were as follows: freight, $5,436.16; cartage, $3,921.37; insurance, 
$2,875.42; telephone and telegraph, $701.16. 

Gross sales made from these consignments during the year amounted to 
$432,183.15. This amount had been charged to accounts receivable and 
credited to sales. Accounts sales had been rendered to the consignors, showing 
gross sales of $432,183.15 and net proceeds of $401,112.56, the difference con- 
sisting of deductions for freight charges of $4,113.19; cartage $3,643.82; insur- 
ance $1,143.52; commission $21,636.48: telephone and telegraph $533.58. No 
entry had been made for these accounts sales. 

Remittances had been made to consignors to the amount of $351,412.94 
which had been charged to accounts payable and credited to cash. The 
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accounts sales showed the pro forma billing price of merchandise on consign- 
ment inward and unsold to be $43,162.19 at ember 31, 1925. 

Prepare entries to adjust the books so that the trial balance at December 31, 
1925, will correctly reflect the facts as to consignments inward and outward and 
financial obligations to and from consignees and consignors. Prepare trial 
balance adjusted to give effect to your entries. Closing entries, balance- 
and profit-and-loss statement are not required. 


Solution: 
The required journal entries are indicated in the working papers on pages 
386 and 387, which also show the final adjusted trial balance. 


FOREIGN SUBSIDIARY PROBLEM 


The H Company, desiring to market its products abroad, organized a cor- 
pane in England with £25,000 capital stock, for which it remitted at 4.70. 
rofits, losses and dividends of the subsidiary have subsequentiy been taken up 
through the stock-investment account. Dividends received in 1925 have been 
so taken up, but no entries have been made on the parent company’s books for 
the profits of 1925. 
The following trial balances were taken from the two sets of books at Decem- 


ber 31, 1925: 
Company H Company S 
$600,000 £20 


Inventories, December 31, 1924: 

60,000 

Inter-company current accounts.............. 48,450 10,000 
Investment in S Company stock.............. 97,400 
Manufacturing expenses..................... 295,850 
Selling and general expenses.................. 75,000 5,000 


$1,934,900 $1,934,900 £91,230 £91,230 


The foreign subsidiary obtains all of its merchandise from the parent com- 
pany, which has always billed the subsidiary at cost plus 25 per cent., payable in 
dollars. Billings during 1925 amounted to $239,500, which may be used as the 
basis for computing the average rate for the year. Other rates are: 


At date of acquisition of plant................... 4.71 
4.85 


Both companies have paid 5 per cent. dividends during the year. 
From the foregoing data prepare: 
(1) Entries to close the subsidiary’s books. 
(2) Entries to close the parent company’s books. 
(3) Consolidated profit-and-loss statement, surplus statement and 


balance-sheet. 
Solution: 
(1) Entries to close the subsidiary’s books: 
Finished goods £4,800 
Selling and general expenses. 5,000 


Inventories, December 31, 1925: 
384 
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(2) Entries to close the parent company’s books: 
Raw material $40,000 
Goods in process inventory..................... 60,000 
Manufacturing 295,850 
Goods in process inventory..................ee0000 63,000 
98,000 
966,050 
Selling and general expense..................... 75,000 
Finished goods 35,000 
1,110,000 
Finished goods 40,000 
Investment in S Company stock.................... 21,800 


(See computation of profit in Company S column 
of following consolidated working papers). 


(3) Consolidated statements: 


Company H anp Sussipiary S 
Consolidated profit-and-loss statement, year ended December 31, 1925 


Cost of goods sold: 
Goods in process, January 1,1925........... $60,000. 00 
Material consumed: 
Raw materials inventory, 


January 1, 1925...... $40,000.00 
348,200.00 
ees $388,200.00 


Raw materials inventory, 
December 31, 1925... 35,000.00 


353,200.00 
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$320,000.00 
Manufacturing expenses. 295,850.00 

Goods in process, December 31, 1925....... 63,000.00 
Cost of goods manufactured............... $966,050.00 


Deduct finished goods inven- 
tory variation: 


Finished goods _ inventory, 


December 31, 1925........ $55,520.00 
Finished goods inventory, Jan- 

53,163.20 2,356.80 963,693.20 
Selling and general expenses. .............cccccccssceees 98,950.00 
$95,256.80 
$96,410.80 


Company H anp Sussipiary S 
Consolidated balance-sheet, December 31, 1925 


Assets 
$550,650.00 
Inventories: 
55,520.00 
153,520.00 
$919,195.00 
Liabilities 


$919,195.00 


Company H anpb Sussipiary S 
Consolidated surplus statement, year ended December 31, 1925 
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Book Reviews 


THE BEHAVIOR OF PRICES, by Freperick C. Mitts. National Bureau 
of Economic Research, New York. 598 pages. 


The Behavior of Prices represents the first results of an investigation of com- 
modity prices, individually and by groups, made under the auspices of the 
National Bureau of Economic Research. Its title is reminiscent of a popular 
book and leads one somewhat dazed reader to reflect that a more pertinent title 
might be “Why do prices behave like the old Nick?” Undoubtedly many 
business men have asked that question. Is there any solution to it? In other 
words is it possible to find a formula that will explain the general cycle of prices, 
its variations, so that the business man may look forward with confidence 
and adjust his business in accordance with such a formula? Or will the piling 
up of mass on mass of data finally result in an interesting price system true as 
concerning commodities as a whole but utterly futile and unreliable as to a 
single commodity or an individual? In life insurance we have a sound basis in 
the mortality tables which show, for example, that a man of fifty may expect 
to live twenty years longer, an expectation based on the average number likely 
to be alive twenty years hence; but he may absent-mindedly step in front of an 
automobile tomorrow, and his sorrowing friends will be told gravely that the 
tables do not take account of accidents. Just so may a drought in Kansas 
play havoc with a dealer in wheat who has placed faith in a cycle formula. 
Now, to be sure this formula, if scientifically constructed, will have taken into 
account the fact that in a long period of time droughts will be encountered, 
but it will be unable to predict when they will occur. 

This is not to say that Dr. Mills has not presented a most interesting study of 
the behavior of prices in the past, but merely to warn the business man, to 
whom the book is recommended, that he must not expect to find in it a formula 
that will insure him against all losses. On the other hand, it is quite possible 
that the ultimate result of these studies may give us such understanding of the 
price system as a whole that we may have a new form of insurance that will 
protect the individual person from loss. That this is still in the far-distant 
future, however, is amply indicated by the author’s statement (p. 437) that 
“the immediate objectives of the present study are the development of a 
method of analysis and the accumulation of a body of facts which may con- 
duce to an understanding of the price system.”’ In short, it is but the first 
step in a long and far-reaching investigation. Dr. Mills in an intensive and 
exhaustive study of a long list of commodity prices has established “. . . 
two significant facts. One is the existence of wide diversities in the behavior 
of prices” (which we will agree to, nem. con.!) and “. . . second . . . the 
existence, among the diversity of price movements, of just those uniformities 
for which the scientist searches in attempting to reduce masses of facts to 
understandable terms.” A second volume to be published will endeavor to 
marshal and review the evidence in the hope of establishing at least a work- 
able hypothesis of “an orderly universe of prices.” 

W. H. Lawton. 
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FOREIGN EXCHANGE, by A. E. Cutrortna, Gee & Company, London. 
165 pages. 

Napoleon is stated to have said that “‘a man who could think in and speak 
two languages was worth two men.” It is equally certain that an accountant 
who has handled and figured in two currencies (especially if they fluctuate in 
relation to each other) is worth two accountants. A perusal of Foreign Ex- 
change will help an ordinary accountant to double his capacity. 

It has been known for missionaries and others engaged in the study of oriental 
philosophies to become unbalanced in this extreme effort to occidental mentali- 
ties, but there is little that is esoteric or difficult to the student of foreign-ex- 
change accounting who has already mastered the elements of political economy. 
Such a seeker need make no long and expensive pilgrimage to the East (as do 
often the tax experts); nor does he have to subscribe to any series of mystery- 
revealing pamphlets (as do the zealots among the cost-finding brethren). In 
normal times every newspaper of every city in the world gives accurate ex- 
change rates, and their application requires only the use of arithmetic and the 
knowledge of common accountancy principles. Little remains to be explained 
of the subtleties of foreign-exchange accounting. 

Curiously enough, however, the capitals wherein exchange rates fluctuate 
most violently are situated in the countries where insurrections, civil commo- 
tions, and/or labor disturbances as well as floods, tempests and/or earth- 
quakes are most prone to occur. In these circumstances, the local news- 
papers sometimes “fall down” in publishing the daily exchange rates, but the 
resourceful accountant need not be at all inconvenienced. Hecan compute his 
own average exchange rate for a given financial period by dividing the local 
currency received by the dollars remitted or the local currency remitted by the 
dollars received. He will apply the rate thus ascertained in converting the 
revenue and expense accounts from currency into dollars. Furthermore, 
this procedure is at least as good practice in normal circumstances as that 
suggested by Mr. Cutforth in Foreign Exchange (chapter VII). 

The story of accounting concepts has yet to be written. When this task is 
undertaken, it will be interesting to have related how the various and popular 
accounting devices came into being, and by whom, when and where, they were 
invented. The historicity of the introduction of double-entry bookkeeping, 
for example, is fairly well authenticated, but there is much to be learnt anent 
the geneses of the control accounts, work sheets, the concertina trial balance, 
offsets, the imprest fund, accounts of charge and discharge, reconciliations and 
consolidations. It is believed that the discoverers of the “‘ permutations” and 
“conversions” methods in foreign-exchange accounting (see chapter XIV) 
were South American accountants of obscure origins, but at the present time no 
tablets mark their birthplaces. 

C. S. Brison. 


CORPORATION PROCEDURE, by Txomas Conyncton and R. J. 
BENNETT, revised by HuGcH R. Conyncton. Ronald Press Co., New 
York. 1,479 pages. 

The value to an accountant of the books in his library arises from a number 
of sources: for some he has an affection on account of the charm or clarity or 
elegance of the style in which they are written; for some he has respect because 
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of the knowledge which is displayed on their pages; for some he has use because 
of the amount of information which they present in a compact and convenient 
form. 

The chief value of Corporation Procedure is based on the last-named founda- 
tion; it includes not only the revised contents of separate volumes already 
published by each of the authors, but enlarges upon them, while the statements 
contained are supported by thousands of citations and illustrated by many 
forms and examples. 

Manifestly, it is impossible to describe in detail the contents of a volume 
which contains over a thousand pages, is divided into 165 chapters and is illus- 
trated by 341 forms. These figures themselves give some idea of the detailed 
treatment which each branch of the subject receives. 

The work is divided into eight parts, the first of which describes the corporate 
structure, including the features and powers of corporations, and particulars 
regarding charters and by-laws. 

Part II deals with corporate control, the status and rights of stockholders, 
the board of directors and other officers and corporate meetings. 

Part III is devoted to capital stock, its varieties and methods of transfer and 
recording. 

Part IV confines itself to corporate bonds and notes, and Part V to corporate 
organization, including the treatment of goodwill, of promoters’ interests, and 
the methods to be followed when incorporating under various conditions and 
for various purposes. 

Part VI is headed “ The corporation finances and accounts.” It deals with 
such matters as subscriptions, stock rights, underwriting, surplus, dividends, 
consolidated and other financial statements and various reports. 

Part VII deals with “Combination, reorganization and dissolution” and 
includes a discussion on holding companies, reorganizations and receiverships. 

Part VIII contains 293 pages and is devoted entirely to forms of apparently 
every document required by, or for, a corporation from its birth by charter 
throughout its existence. 

The book is admirably arranged, well printed and fully indexed. 

One of its chief purposes is described in the preface as being to “assist the 
board of directors and the executive officers in the safe and proper discharge 
of their duties.” This purpose is fulfilled. Perhaps an accountant may feel a 
twinge of jealousy when he reads the caution as to securing counsel learned in 
the law but does not find any similar advice as to the engagement of account- 
ants versed in corporate procedure. From the nature of things, general prin- 
ciples are dealt with and due warning is given that modifications may be 
necessary to secure compliance with the local requirements of different states. 

It is a good book and a valuable one. 

WALTER MuckKLow. 


PUBLISHED BALANCE-SHEETS AND WINDOW DRESSING, by 
LAWRENCE R. DickKsEE, Gee & Co., Lid., London. 62 pages. 
Published Balance-sheets and Window Dressing is a small book, based upon 
a series of articles that have appeared in The Accountants’ Journal. It is stated 
by the author to have as its object a two-fold purpose: To suggest as seriously 
as may be to company auditors that a balance-sheet which is deliberately 
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intended to withhold from shareholders information concerning the position 
of a company’s affairs can not in any reasonable sense be said to exhibit 
a true and correct view of the state of the company’s affairs and to explain to 
the sh:reholder, as far as possible in a non-technical way, the kind of informa- 
tion taat he may reasonably expect to demand from a balance-sheet, and the 
uses that he may make of such information if and when he is able to obtain it. 

The whole of this book is devoted to a comparison of the prescribed form of 
balance-sheet under the assurance companies act of 1909 with the old table A 
balance-sheet of the now repealed companies act of 1862, and a discussion of the 
individual captions appearing in these balance-sheets. 

To the stockholder who is ignorant of the meaning-of a balance-sheet and 
does not understand the information which may be obtained by the study 
thereof, this booklet will be instructive. It does not, however, make partic- 
ularly interesting reading for the public accountant, for the reason that all 
the statements in it have been made many times before. 

In the chapter called ‘Secret reserves” the author refers to the court's 
decision in the case of Newton v. Birmingham Small Arms Co., Lid. In this case 
it was the opinion of the court that when the articles of association of a company 
provide that the published balance-sheet shall not disclose an internal reserve 
fund, there must be omitted “on the assets side of the balance-sheet the assets 
which make up the amount standing to the credit of that fund, and the contra 
item, viz., the credit balance of the fund, upon the liabilities side. The result 
will be to show the financial position of the company to be not as good as in fact 
itis. If the balance-sheet be so worded as to show there is an undisclosed asset, 
the existence of which makes the financial position better than shown, such a 
balance-sheet would not in my judgment necessarily be inconsistent with the 
act of parliament. Assets are often by reason of prudence estimated, and 
stated to be estimated, at less than their probably real value. The purpose of 
the balance-sheet is primarily to show that the financial position of the com- 
pany is at least as good as there stated, not to show that it is not or may not be 
better.’’ The court went on to say that where there was anything upon the 
face of the published balance-sheet to suggest that the true position was be- 
lieved to be better than the position disclosed, it might very well become the 
duty of the auditor to draw attention, at least, to the bare fact in general terms. 
It seems almost inconceivable that by law a corporation would be authorized to 
omit from a published balance-sheet any portion of its assets, liabilities, or 
surplus. Certainly if such omissions were made it would seem the duty of 
auditing firms to do far more than draw attention to the bare fact in general 
terms. 

W. B. FRANKE. 
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